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ABSTRACT 

This paper offers information and eunalysis of the 
direct lending portion of the reauthorization of the Higher Education 
Act Of 1965. The direct lending proposal is described in an opening 
letter to the reader as a provision that would make the Pell Grant 
Program an entitlement and raise the maximum award to $4,500 with 
provisions that would establish a single need analysis system, phase 
out several current programs by 1994, and establish a direct loan • 
program in its place. The materials presented in this document relate 
to that proposal. A first section presents background on the issue 
including a discussion of how the proposal got underway and the 
secretary of Education's initial assessment of the idea. Included 
here are materials from the Education secretary, Leunar Alexander, 
detailing direct student loan options: the current programs with 
proposed policies, a full direct loan program, a mixed program, and 
expansion of the current direct loan program. Also presented is the 
draft legislation from the House of Representatives on direct lending 
along with a synopsis of that legislation. A letter from 
Representative Robert E. Andrews discusses the direct loan program 
and a paper from the student Loan Marketing Association offers 
criticism of the proposal. A final section presents additional issues 
fCi consideration. (JB) 
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Dear NASFAA Member: 

On October 8, the House Subcommittee on Postsccondary Education completed its consideration of 
its reauthorization bill (which is being referred to as the Higher Education Technical Amendments 
of 1992), and referred the Committee print to the full Committee on Education and Labor. Among 
the key elements of the bill are provisions that would make the Pell Grant Program an entitlement 
and raise the maximum Pell Grant award to $4,500; provisions that would establish a single need 
analysis system that incorporates several pieces of NASFAA's Plan for Reform; and provisions that 
would phase out the current Stafford, SLS, PLUS, and Perkins Loan programs beginning in 1994 in 
favor of a direct loan program. The enclosed materials relate to the direct lending proposal that 
was included in the Committee print. 

The concept of establishing a direct lending prograii? is not new, but changes brought about as a 
result of the Credit Reform Act and continuing concerns over the operation of the existing 
Guaranteed Student Loan (GSL) programs have prompted many to reexamine the issue and to call 
for such a program to be enacted during this reauthorization of the Higher Education Act. 
Considering the seriousness of such a policy change, the impact upon postsecondary education 
funding and the effects that it would have upon the student aid operational structure, we believe it 
is important that the matter receive careful review and consideration. 

To date, NASFAA has not taken a position on a direct lending program, believing that it would be 
inappropriate to do so until specific details had been fully advanced describing how such a program 
might woric. The direct lending proposal included in the House Committee print cleariy outlines 
such an approach; therefore, we are oroviding information so that you may formulate your own 
©pinions on this important issue. We have included materials prepared by both proponents and 
^tpponents of the idea, and have developed a number of other questions for your consideration. 

\NASFAA's Board of Directors will discuss direct lending at their November meeting. We 
/ encourage you to share your thoughts with us by November 1. 

Finally, we also encourage you to share your thoughts on this and other issues with your 
representatives in Congress. Your input and expertise in this reauthorization process will certainly 
be crucial in our collective efforts to expand educational opportunity for students. 




Sincerely, 



Dallas Martin 
President 
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Background 



The idea of establishing a National Sludcm Loan Bank has been raised several limes over 
the pasi 25 yeans, but seldom has it gone beyond the discussion siage. In early January of 
1991, a varialion of Ihe idea again was raised when several major newspapers {The New 
York Times, January 7; and The Watt Street Journat, January 8) reported thai »iic Bush 
Adminisiraiion was likely lo advance a new insUiuiional direci lending program lo replace 
ihc existing Guaraniccd Siudeni Loan Program »s a pan of its Fiscal Year 1992 (FY-92) 
budget. The reports also indicated that direct lending would be less cosily to the 
government that the existing program and could save up to a billion dollars per year. A 
few days later, it was learned that the story was a premature leak that had come from a 
Department of Education (ED) internal taskforce that had been studying the idea. While 
some in the Administration favored the idea, others, primarily at the Office of Management 
and Budget (0MB), did not. Consequently, the proposal was not included as a part of the 
Administration's budget proposal. 

Instead the Administration indicated thai the idea was still under consideration, but that 
ED'S first priority would be to improve the management and oversight of the existing 
programs. 

The renewal of the idea, however, sinick a responsive chord with others in the education 
community, and discussions on the merits of such a plan began to occur. By early April, 
the American Council on Education (ACE) and the other five presidential associations 
proposed that a pilot direct lending program be enacted as a part of Reauthorization, 
enabling institutions with a proven management record to be eligible to participate. 

Meanwhile, discussions over the pros and cons of direct lending continued, with many slill 
questioning whether or not the Administration's earlier claims would in fact produce the 
sayings that were stated. To this end, on April 25, Represcnuiive William D. Ford, D- 
Mich., Chairman of the House Education and Labor Committee and the Posisccondaiy 
Education Subcommittee, wrote to Secretary of Education Lamar Alexander requesting that 
the Department's internal analysis be provided to the Committee on Education and Labor. 
On June 28, Secretary Alexander responded to Chairman Ford in stating, "As you know, 
alt^.ough the Department has considered rcstxticturing the student loan program to include a 
Federal ^iirect loan program, the Administration's Reauthorization bill docs not contain a 
proposal for any icind of direct loan approach," 

The Scvietary's leluM also noted that, "The Department's focus at this time is on resolving 
problems in tlic current GSL programs," The Secretary indicated, however, that he warned 
to provide the Committee with information that would assist in their review and, therefore, 
sent them the options paper [which is included as part of this publication] developed by 
Department staff, a draft review of the staff's financial projections prepared by Kidder, 
Peabody & Co,, Inc., and an analytical outline that raises questions that should be addressed 
for a full scale developmental effort. The Secretary's letter also went on to say: 

"In addition to the information contained in the enclosures, 1 believe that Ihc following 
issues must be considered for any direct toan option. They arc*. 

Increased F ederal debt . The direct loan approach envisions capital raised by the 
Federal Government. Budget scoring under the Credit Refomi Act would not 'count' 
this capital as budget authority or outlays, but this borrowing would still have a very 
direct negative impact. It adds directly to the national debt. At current volume 
projections, roughly $10 billion (the unsubsidized portion of loan volume) would have 
to be borrowed by the Federal Government in the first year. Over a 20 year period. 
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borrowing would be between $2(X) and S300 billion. Loan rcpayn)cnls would not be 
material for many years. 

2. Risk to the Federal Oovemment The current p-njblems in the Tnancial industry 
clearly demonsuate the importance of considering risk to t!<e Government in any new 
policy venture, l^he Federal direct loan option would lihllt all loan risk io the Federal 
Goveniment. Knowledgeable individuals r^ay disagree on the extent u> which the 
current reinsurance rules and lender guarantee agency due d^.ligencc requirements 
actually share risk, but there is no question that the Fexleral Government's risk is now 
less than 1(X) percent. 

3. Management of the program . The use of contractors for loan servicing and 
default collection does rwt in any way reduce the complexity or enonnity of the Federal 
administrative tasks inherent in starting up a direct loan program while at the same time 
winding down the guaranteed program ar>d managing that program for some 
considerable period into the future. This Department is not currently prepared for such 
tasks. Our management review of the admiiiistration of the loan prograroj has made 
that abundantly clear. My rucw management team needs time to put new systems and 
procedures in place. 

Much of the bill I sent to Congress concentrates directly on combatting problems in the 
behavior of institutions in the cuntnt loan pit}grams. Obviously, most postsecondary 
institutions are sound managers of their current >oan program responsibilities, but it is 
just as obvious that many are not. I do not believe this is the time to move to greatly 
enhanced reliance on institutions. The refonns we propose should be enacted first and 
given time to effect." 

In addition to the concerns raised by the Secretary, the accompanying material reviewing 
projected savings of the Department's direct lending program (conducted by Kidder, 
Peabody & Co., Inc.) did confirm that the Department should be able to "realize 10 percent 
to 15 percent value savings over the life of the loans through such a program." 

Kidder/Peabody's report did note, however, that their analysis: 

♦ assumed that HD would charge the student borrower a full 8 percent 
guaranty/origination fee; 

♦ suggested that ED's savings projections are budget figures rather than "pure" economic 
savings because of the Crtdit Reform directives and methods of costing which were 
used; 

♦ believed that ED's Treasury rates may be too aggressive, therefore, causing an 
understatement of costs; and 

♦ projected that 18 guaranty agencies would become irtsolvent during a phase-do vm and 
would require an additional $200 million to remain solvent. 

In conclusion, Kidder/Peabody stated that ED must carefully consider ilie specific structure 
of a direci loan program and whether certain modifications to the GSL program might 
produce a portion of the savings with far less dislocation (o the present program 
participants. As July approached, it seemed clear that the Administration had finally 
decided to concentrate its efforts upon improving the management of the existing O. l 
prt)gram and postponing any consideration of direct lending. 



On the Congressional front. Representative Robert E. Andrews. D N.J.. a member of the 
House Postsecondary Education Subcommittee believed tliat in spite of some of the 



obviadw. direct Icrw^ing wai 'J\c bcsi way lo proceed. On Auguni I. Rep. Andrews 
inu'wuccd H.R.37.11. a biH lo establish a direci f;xlcral lending pi\>gram under which the 
existing GSL piDgram would be con:;oIidaied. 

The Ardriws m^diUft. for the first time, provided everyone with a much more fiiUy 
developed direCi lending program model. Many of ihu lirigrring qucsUons over program 
sinicture and loan terms at Ust wcr: defined in the Andrews bill, and proponenu and 
opponents alike agreed that everyone could begin to analyze thr. measure more caicfiiUy. 

Fmally, on Scprcmbcr 25, a revisff» vcreion of K.R.32U was included within the Committee 
print, rcleA';ed by tnc House Posisccondary Education Subcommittee suff, thcirby providing 
A more complete proposal aw? a uUer eRplanation of how the new program woiild be 
phased in over the next five years. 

The issue of direct lending is now being considered very seriously by the House Education 
arid Labo; COramiticc. tonsldccation of the measure was deferred in the 

SMbcommitice markup, it will be fuiiy discussed by the full Committee when it begins 
consideration of the reauthorization bill. 

Dearly the idea of dlrcci lending appeals to many aid administrators In that it would make 
the application and awarding of aid c isier for studcnu. Sdll, there arc numerous auctions 
and issues that need careful consideratior, 

Wc ha^c compiled the foUowing materials ^or you lo smdy so that you may fonnulate your 
own opiiuons ot^ what will work most effectively for your* institubon and your students. In 
addition, w? have attempted to identify a number of issues or questions, following these 
materials, which we hope will be useful in your review. 

Wncii yoj have ccnplcted your analysis, please let us know you what you have decided. 
Any comincnu or suggesUons mat you have will be appreciated. 



(NOTE TO NASFAA READERS: THIS INFORMATION ACCOMPANIED SECRETARY 
ALEXANDER'S mm LETTER TO THE HONORABLE WILLIAM FORD) 

Direct Student Loan Options 

OPTION I: MAINTAIN CURR PNT LOAN PROGRAMS AND PROPOSED PQLiri Fj; (AS 
PRESENTED IN THE FY 1092 Rlinn TFF; ^ ^ ' 

CMm^^ni PrvRram ProppsaJs: The Dcpamncm's FY 1992 budget is based upon a wide-ranging set of 
proposed legislauvc changes lo ihe GSL programs. Among other things, these changes would increase 
loan hmiu. sucngihen the guarantee agency structure, and tighten the links between the Sutcs and 
guaraiiicc agencies. In addition, the focus of a number of the proposals is the reducUon of default costs 
through default prevention and the improvement of default collections. 

For the current National Direct Student Loan (Perkins) program, the budget would not provide any new 
Federal loan capital, relying instead on lending from repayments by snidcnis who had previously received 
Direct Loans. (Approximately $5 biUion is outsunding in revolving funds at institutions of nighcr 
education, from which approximately $700 million in new capital becomes available for new loans each 
year from repayments.) 

Pros 

♦ Making structural and substantive improvements to the current system will work better than tryinii to 
set up a new system that is bound to have transition problems. 

♦ The cunenl GSL system is highly decentralized. Its use of competing private ienders and guarantee 
agencies ensures prompt and client-oriented services nationwide. 

♦ Sute*|evel guarantee agencies can woik closely with State-level higher education licensing and other 
agencies in policing the quality ol schools and in tracking student loan defaulters. 

W ♦ The Department car provide new energized leadership for the program. Because of abuses. Congress 
has been more willing to enact major changes. Several Administration refonn proposals affecting 
msutuiional eligibUiiy and default reduction were enacted by the Congress in the 1990 budect 
reconciliation bill. ^ 



♦ Guaranteed loans are significanUy more expensive to provide than direct loans ($1.4 billion more 
expensive m the first year than a comparable Direct Loan Program). Sec Tab A INote to NASFAA 
readers: Tab A is not included in these materials!. This is due to (1) the cntiacmcnt subsidy 
payments needed to attract and maintain the participation of private for-profit lenders and (2) the 
admiaisirativc and default coUcciion allowances paid to guarantee agencies. 

♦ Due to its comjrfexiiy-the great number of participating organizations. deccntnOizcd record^keeping 
and thousands of transactions-ihc current GSL system is error prone and extremely difficult to monitor 
and audit. 

♦ pixrn 'I^^c^^^^"^."^^^^ involving Icndcre and servicing contractor! (e.g.. Florida Federal. 
Nitu. UES/Bank of Amenca) are only the latest in a long history of such scandals which State- 
level guarantee agencies have been unaWe to prevent. 

♦ The GSL system is burdensome to students and schools. Students have to fiU cut mulUpIc 
apphcaUons for student aid (one for GSL and one for aU other aid). There arc often delays to obtain 
lender and guarantor approval of loaa^ Because most loans are transferred among lenders and 
services, borrower repayment checks may be sent to the wrong party. Schools now must deal with 
up ;o 54 sets of apphcaUons. regulations, program reviews, and reports prescribed by 54 Euarantce 
agencies. / © 

♦ GSL program changes have always been "held hostage" by the banks -who can always threaten to 
wiUidraw. Likewise, guarantee agencies have historically fought rcfomis detrimental to their interests. 
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OPTION 11: FULL DIRECT LOAN PROGRAM 

PyyPP'^^^' All program components of the current GSL syslcm (Stafford Loan*. SLS and PLUS loans) 
would be replaced by loans with similar borrower interest and other temis delivered via an expanded 
Direct Student Loan sysu:m. Capital would be raised through off-budgct Treasury borrowing consistent 
with the Credit Refonn Act of 1990. Loans would be disbursed by schools, just as in the current GSL 
system. Capiul allocations to schools would be based upon estimates, and later updates of student needs- 
The current roles of major intennediaries-private lenders, secondary markets, and guarantee agencies- 
would be eliminated. However, private servicing and coUection firnis would have the same roles they 
now have-but without the middlemen. TTjey would be competiUvely selected and closely monitored 
Department contractors. The ramc increased loan limits, default prevention and collection improvement 
proposals contained in the current 1992 budget proposals could be pursued under the new structure. 

Estimates of the savings from this option are atuched as Tab A. So that the savings estimates would 
refiect omy the potenUal stnictural change from guaranteed to direct student loans, we assumed that direct 
loans would be make on the current GSL borrower interest tenns. Also, it should be noted that the 
estimates take Into account GSL phase-out costs (i.e.. Department claim payment ind coUections on the 
outsundmg GSL portfolio) during the initial five-year period. 

Pros 

♦ Direct loans would be significanUy less expensive than guaranteed loans. ITic Government can borrow 
at lower rates (the Treasury bill rate) than can private sector lendcre. Direct loans would not have to 
provide middlemen with a profit. Also, various functions, such as mariceting and guarantor review of 
claims, v/ould be eliminated. ED has estimated total savings at $1.4 billion in the first year (1993) 
and $6.6 billion cumulative over the fire! four years (1993-96). Sec Tab A for details. 

♦ The savirigs that could be realized from an expanded Direct Loan program could be reallocated to 
other cunent educaUon programs (whi^'h some in Congress appear to favor) or be tunicd back to the 
Treasury to reduce the Federal budget deficit which would help both taxpayers and the financial 
markets. 

♦ The savings could also be plowed back into the Direct Loan program ir the forni of reductions in 
repayment burden (e.g.. through eliminating loan originaUon fees and/or reducing borrower Interest 

rates). 

\ ♦ A Direct Loan program would be easier to manage and would greaUy reduce opportunities for error 
and abuse. A ccntnlizcd data base would improve dau integrity and auditability. Department 
momtoring could be focused entirely on the postsecondary insUtuUons and the coUecUon contractors 

♦ Such a system would be built upon a base of Education Department expertise in two key areas' (I) 
aUocating funds to schools (as in the Pell Grants and Campus^based student aid programs), and (2) 
contracting directly for student loan coUections. ED has pcrfonned these functions weU for many 
years. ' 

♦ Student loan availabUity would be more dependable because it would no loriger depend on financial 
market condiUons and individual bank poHcies. Access would be better assured to small loan amounts 
loan consolidation, forbearance, and flexible repayment schedules that banks may find unprofitable. 

♦ Expanding Direct Student Loans and eliminating the role of private lenders would be se^cn as a major 
shift toward centralized Government activity and away from the use of private sector { tions. 

♦ Likewise, eliminating the role of State'level guarantee agencies would be seen as a shift toward 
centralized Federal Govcnuncnt activity and away from decentralized State-level activity at a time 
when the Administration's policies seem to be moving in the other direction This proposal could be 
viewed as being inconsistent with the President's FY 1992 budget request which includer a massive 
new block grant to States-designed to move control over dollars and programs closer to the taxpayer 
and the consumer. 



♦ A major Dia*ci Sludcnl Loan expansion would require new ED staffing and adminisiraiive costs in the 
near icmi and new challenges ai a time when ihc Dcpanmeni is having difficuUy managing currcnl 
proi!ran)s. 

♦ Inliuducing a new sysicm would email iransilion rinks and could reduce the availability of loans if 
implementation is nut smooth. 

♦ At a lime when the U.S. banking industry is In a weakened condition, eliminating GSL subsidies may 
affect Uic nnancia; viability of sonic banks, which in turn would add problems to other Federal 
agencies, to citizens whose funds are being held by such banks, and to taxpayers if the bankine 
industry requires further public relief. 

OPTION III: MIXED PROGRAM 

Pmccvia!: Tins approach wouJd use a Direct Loan delivery system to replace only the highly subsidized, 
need-based Stafford Loans to students. It would retain the GSL structure-private lenders and State-level 
guarantee agencies for deliver)' of the less- subsidized and non-need based PLUS and SLS loans which 
more closely resemble private sector loans. 

Pros 

♦ Poicniial problems related to phase-out of the entire GSL system could be mitigated or avoided Since 
guarantee agencies would remain in business, they could be allowed to retain their reserve funds and 
they may be more willing to work out their own Stafford Loan portfolios. 

♦ Siudeni loans for the neediest students would be more assuredly available than under the current GSL 
structure, while PLUS/SLS loans would be made by banks to their more nornal customcre- 
middlc/ljppcr income families-using normal binking siandanJs of creditworthiness. 

♦ Loan deliver)' would be much simpler than under the current GSL system; the Depanineni's 
monitoring burden and the potential for error and program abuse would be reduced. 

♦ Federal subsidy costs would be reduced, although not as much as under the fuU Direct Loan proposal. 

£ons 

♦ This approach would potentially produce a lower level of Federal 5;avings than the fiill Direct Loan 

proposal. 

♦ It would leave iome continuing program complexity along with related problems. Thousands of 
lendent, servicing agents, secondary markets, and 54 guarantee agencies, and transactions among them, 
would ull need to be monitored. 

♦ Like the fuU Direct Uan proposal, it would raise the specter of "big Government" displacing private 
and State-level activity. Each of the "cons" listed under Option 11 would stiU hold tnie for this 
option 

0P1I0.N IV: EXPANSION OF CURRENT DIRECT LOAN PROfiRAM 

EimM" The Department would provide substantial new Federal capital contribuUons to the current 
Perkins Loan (formerly National Direct/Defense Loan) program -using off-budget Federal fmancing 
coasi?itcm with Credit Refomi. This option would gradually expand tlK current decentralized Perkins 
Loan program, with school-level revolving funds and school responsibility for contracting with servicers 
Tlic enure GSL system (StalfonJ Loans. SLS, and PLUS) would remain intact at the present time. 
However, an expanded Perkins Loan program would compete with tlie GSL system and could graduaDy 
reduce demand lor GSL loam over lime. The temis of tliis competition could be make idenUcal, allowing 
a fair competition between ine two systems. 
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Pros 

♦ Except for the new capital infusion, this approach involves no change from current student loan 
structure. 

♦ A Perkins Loan expansion approach would allow more time to strengthen Department loan 
management, would allow more time for a transition to a complete Direct Loan approach (e.g., with 
Federal conlracUng for loan servicing and collecting), and would facilitate ihc iransiUon for a phase- 
out of current GSL system participants. 

♦ Any expanded Perkins Loan availability would better ensure loan acccssibiUty, especially with respect 
to smaU loan amounts that banks find unprofiuble. It would also provide some protecUon against 
major bank withdrawals from GSL due to changing economic or banking industry circumstances 

♦ Budgetary savings wO'jld be realized to the extent Perkins Loans are used instead of SiaffonI Loans. 

♦ Over lime, ihc Administration and Congress could evaluate the cost-effectiveness and other benefits of 
replacing Stafford Loans with Direct Loans. Moreover, students and schools could **vote" through 
their choice of direct loans or guaranteed loans, assuming ihcy are offered on the same interest terms. 

Cons 

♦ There would still be substantial program complexity for some time. The GSL system, with its related 
monitoring and accounubiUty problems, would continue, albeit at a gradually reduced size as its role 
in the overall system diminishes. 

♦ Federal cost reduction would be much less than under Options n or III. 
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1 els comparable to traditional academic programs; ree- 

2 ognizes the educational role of work-learning supemsors; 

3 and includes consequences for nonperformance or failure 

4 in the work-learning program similar to the consequences 

5 for failure in the regular academic program. 

6 PART D— FEDERAL DIRECT LOANS 

7 SEC. 451. ESTABLISHMENT OF FEDERAL DIRECT LOAN 

8 PROGRAM. 

9 Part D of title IV of the Act is amended to read as 

10 follows: 

1 1 "PART D— FEDERAL DIRECT LOANS 

12 "SEC. 451. PROGRAM AND PAYMENT AUTHORITY. 

13 "(a) Program Authority— The Secretaiy shall, in 

14 accordance with the provisions of this part, cany out a 

15 direct loan progi-am for qualified students at institutions 

16 of higher education to enable the students to pursue their 

17 courses of study at such institutions during the period be- 

18 ginning on July 1, 1994. 

19 "(b) Payment Authority.— The Secretaiy «biill 

20 from funds made available under section 457, make pay- 

21 ments under this part for any fiscal year to each institu- 

22 tion of higher education having an agreement under sec- 

23 tion 452, on the basis of the estimated needs of tl'.e stu- 

24 dents of that institution for student loans taking into coii- 
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1 sideration the demand and eligibility of such students for 

2 subsidized and unsubsidized direct loans under this part. 



3 "(e) Payment Rules — 

4 "(1) In general.— The Secretary shall make 

5 payments required by subsection (b) of this section 

6 in such installments as the Secretary determines— 

7 "(A) reflects accurately the disbursement 

8 of funds for student loans by the institution of 

9 higher education concerned, and 

IQ "(B) will best cany out the objectives of 

1 1 this part. 

12 "(2) Initial pa\'MENTS.— The initial payments 

13 for any academic year required by subsection (b) 

14 shall be made available to institutions of higher edu- 

15 cation not later than July 1 for the academic year 

16 which begins on or after that date. Payments of en- 

17 titlements by the Secretaiy under this part shall be 

18 made promptly. 

19 "(d) Entitlement PuomioN. — An institution 



20 whose application has been approved by the Secretary 

21 under section 452(b) shall be deemed to have a contrac- 

22 tual obligation from the United States for making tlie pny- 

23 ments specified in that application. 



47-011 — o 
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1 "SEC. 452, APPLICATIONS OF AND AGREEMENTS WITH IN- 

2 STITUTIONS OP HIGHER EDUCATION. 

3 **(a) AppLiCi» 'T'lON Required.— 

4 In general.— Ally institution of higher 

5 education desiring to receive payments from the Seo- 

6 retaiy under this part shall make an agreement 

7 under subsection (b) and shall submit an application 

8 for such payments to the Secretarj' in accordance 

9 with the provisions of this part. The Secretary shall 

10 set dates before which such institutions must file ap- 

11 plications under this section. Each such application 
o\ 12 shall contain such information as is necessaiy to as- 

13 sure the correctness of estimated need for funds for 

14 students at the institution of higher education. 

15 **(2) First cohort of institutions. — Foi' 

16 the academic year beginning July 1, 1994, the Sec- 

17 retaiy shall make agi-eements with not less than 450 

18 institutions but not more than 500 institutions. 

19 Agreements with institutions for the academic year 

20 beginning July 1, 1994, shall be concluded by July 

21 1, 1993, and the Secretaiy shall publish the list of 

22 the institutions with which he has concluded agree- 

23 ments in the Federal Register not later than July 1, 
3 ^ 24 1993. For the academic year beginning July 1, 

25 1994, the Secretaiy shall make agreements with in- 

^p.^^.26 stitutions which represent a cross-section of institu- 
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1 tions of higher education in terms of size, geographic 

2 location, length of program, control and composition 

3 of student body. 

4 **(3) Second cohort of institutions.— For 

5 the academic year beginning July 1, 1995, the Sec- 

6 retary shall make agreements with not less than 950 

7 histitu tions but not more than 1,000 institutions in 

8 addition to the institutions with which the Secretaiy 

9 made agi-eements for the academic year beginning 

10 July 1, 1994. Agreements with institutions for the 

11 academic year beginning July 1, 1995, shall be con- 

12 eluded by July 1, 1994, and the Secretary shall pub- 

13 lish the list of institutions with which he has con- 

14 eluded agreements in the Federal Register not later 

15 than July 1, 1994. 

16 **(b) Agreement Required.— An agreement with 

17 any institution of higher education for the payment of ad- 

18 vances under this part shall — 

19 provide for the establishment and mainte- 

20 nanc^ jrogram at the institution under which — 

21 '*(A) the institution will identify eligible 

22 students at the institution, in accordance with 

23 section 484; 
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1 **(B) the institution will estimate the need 

2 of eaeh sueh student as required by Part F; 

3 and 

4 ''(C) the institution will ori^nate loans to 

5 sueh eli^ble students in aecordanee with this 

6 part; 

7 "(2) piwide assuranees that the institution will 

8 eoniply with the pro\isionu of seetion 463A, relatin^f 

9 to stuilent loan information; 

10 ''(:]) provide that the note or evidence of oblif,ai- 

11 tion on the loan shall be the property of the ISee- 

12 retaiy and that the institution of higher education 

13 will aet as the agent for the Secretarj^ ordy for the 

14 purpose of making loans under this ^.art; and 

15 **(4) include sueh other provisions as may be 

16 nccessaiy to protect the financial interest of the 

17 United States and promote the purposes of this part 

18 as are agreed to by the Secretary and the institu- 

19 tion. 

20 **(c) Administiutive Exfen\se Provision.— An in- 



21 stitution which has entered into an agreement under sub- 

22 section (b) shall be entitled, for each tlscal year during 

23 which it makes student loans under such agreement, to 

24 a payment in lieu of reimbursement for its expenses in 

25 ailministcring its stuilent loan program under this subpart 
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1 during such year. Each such payment shall be made in 

2 accordance vnth section 489 or shall be an amount equal 

3 to $20 per academic year for each student enrolled in that 

4 institution who receives a loan under this part for that 

5 year. Payments received by an institution under this sub- 

6 section shall be used first by the institution to carry out 

7 the pro\isions of section 489(b) of this Act and then for 

8 such additional administrative costs as that institution de- 

9 termines necessaiy. An institution which has an agree- 

10 merit under subsection (b) shall be deemed to have a con- 

1 1 tractual right to the payments required by this subsection. 

12 Exemption from Truth in Lending Act.— 

13 An institution whieh has enter d into an agi-eement under 

14 subsc:;tion (b) shall not be subject to the Truth in Lending 

15 Act with r-egar-d to loans made under this part. 

1 6 'SEC. 453. ELIGIBILITY FOR AND AMOUNT OF LOANS. 

17 **(a) Eligibility. — 

18 **(1) Common eligibility rkquirkmkxts for 

19 SUBSIDIZED AND UXSUBSIDIZED LOAN'S.— Any sub- 

20 sidi- ' loan under this \ydvt may be made (july to a 

21 student eligible to pailieipate in pr-ograms under this 

22 title pur'.suant to seetion 484, and any nnsubsidized 

23 loan under this pari may be made only to sueii r 

24 .student or the parvnt of a de|)endent undergraduate 

25 studerit. 
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1 '*(2) Needs testing for subsidized 

2 LOANS. — subsidized loan under this part may be 

3 made only to a student who (in addition to meeting 

4 the requirements of paragraph (1)) demonstrates fi- 

5 nancial need for such loan (pursuant to part P of 

6 this title). 

7 **(3) Student eligibility for unsubsidized 

8 loans. — (A) Independent students shall be eligible 

9 to borrow unsubsidized loans under this part in 

10 amounts specified in subsection (c)(2). In addition, 

11 undergraduate dependent students shall be eligible 

12 to borrow funds under this section if the financial 

13 aid administrator determines^ after review of the fi- 

14 naneial aid information submitted by the student 

15 and considering the debt burden of the student, that 

16 exceptional circumstances will likoly preclude the 

17 student's parents from borrowing under this part. If 

18 the financial aid administrator makes such a deter- 

19 nnnation, appropriate documentation of such deter- 

20 iniiiauoii .>liall \n) maintained in t!ie institution's 

21 records to support such determination. No student 

22 shall be eligible to borrow unsub.sidimi loans under 

23 this part until such student has obtained a cei'- 

24 tifujate of graduation from a school j)roviding sec- 
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1 ondary education, or the recognized equivalent of 

2 such certificate, 

3 **(B) Unsubsidized loans may not be borrowed 

4 under this part by any undergraduate student who 

5 is enrolled at any institution during any fiscal year 

6 if the cohort default rate for such institution, for the 

7 most recent fiscal year for which such rates are 

8 available, equals or exceeds 30 percent. The Sec- 

9 retaiy shall notify institutions to which such restric- 

10 tion applies annually, and specify the fiscal year cov- 

11 ered by the restriction. The Secretary shall afford 

12 any institution to which such restriction applies an 

13 opiiortunity to present evidence contesting the accu- 

14 racy of the calculation of the cohort default rate for 

15 such institution. 

16 "(4) Parent eligibility b'or unsubsidized 

17 LO.VNS.— Parents of a dependent student shall be eli- 

18 gible to borrow unsubsidized loans under this part in 

19 any amount, subject to subsection (c)(1). 

20 "(b) Subsidized Loan Amounts.— 

21 "(1) Determination based on cost of at- 

22 TEXDANCE.— Tl e amount of all subsidized loans for 

23 each student foi* each academic year made from loan 

24 funds paid pursuant to agreements luulei' this part 

25 may not exceed the cost of attendance at the institu- 
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> 1 tion of higher education tor that year minus the ag- 

2 gregate of — 

3 "(A) any financial assistance received by 

4 the student borrower under parts A and C of 

5 this title, and any other pro\ision of Federal 

6 law; 

7 "(B) any otlier scliolarship, grant, and 

8 loan assistance received by the student bor- 

9 rower; and 

10 **(C) the expected family contribution. 

11 "(2) AnkuaI. limits.— No student mav borrow 

vo 

12 under this part an amount of subsidized loans in 

13 any academic year or its equivalent (as determined 

14 under regulations of the Secretary) in excess of — 

15 "(A) In tlie case of a student at an elif>ible 

16 institution who has not successfully completed 

17 tlie fn'st and second year of a program of un- 

18 dergraduate education — 

19 **(i) $(),50U, if such student is carry- 

20 ing at least the normal full-time academic 

21 workload (as defined in regulations of the 

22 Seci'etary); 

23 '*(ii) $4,87;"), if such studei t is carry- 

24 ing three-quarters of the normal full-time 
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1 academic workload (as defined in regula- 

2 tions of the Secretary); and 

3 'Hiii) $3,250, if such student is carry- 

4 ing at least one-half of the normal full-time 

5 academic workload (as defined in regula- 

6 tions of the Secretaiy); 

7 *'(B) In the case of a student at an eligible 

8 institution who has successfully completed such 

9 first and second year but has not successfully 

10 completed the remainder of a progi^am of un- 

1 1 dergraduate study — 

12 "(i) $8,000, if such student is cariy- 

13 ing at least the normal full-time academic 

14 workload (as defined in regulations of the 

15 Secretary); 

16 '*(ii) $6,000, if such student is cariy- 

17 ing at least three-quarters of the normal 

18 full-time academic workload (as defined in 

19 regulations of the Secretary); and 

20 "(iii) $4,000, if such student is carry- 

21 ing at least one-half of the normal full-time 

22 academic workload (as defined in regula- 

23 tions of the Secretaiy). 
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1 "(C) 111 the case of a gi-aduate or profes- 

2 sional student (as defined in regulations of the 

3 Secretaiy) at an ehgible institution — 

4 "(i) $13,000, if such student is cariy- 

5 mg at least the normal full-time academic 

6 workload {as defined in regulations of the 

7 Secretary); and 

8 "(ii) $6,500, if such student is carry- 

9 iug at least one-half of the noinial full-time 
^0 academic workload (as defined in regula- 

^ 11 tions of the Secretary); and 
O n 

12 except in cases where the Secretary determines, pur- 

13 suunt to regulations, that a higher amount is war- 

14 ranted in order to eariy out the purpose of this part 

15 ^\^ h respect to students engaged in specialized train- 

16 ing requiring exceptionally high costs of education. 

17 "(3) Aggregate limits.— No student may 

18 borrow under this part an aggi-egate principal 

19 amount of subsidized loans in excess of— 

2^ "(A) $38,500, in the ease of any student 

21 who has not successfully completed a progi-ani 

22 of undergraduate education (excluding 

23 unsub.sidized loans); or 

2^ "(B) $98,500, in the case of any graduate 

25 01' profesHioiial student (as defined by regiila- 
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1 uiisubsidized loans in any academic year or its 

2 equivalent (as determined under regulations of 

3 the Secretaiy) in excess of — 

4 "(i) $4,000, in the case of a student 

5 who has not successfully completed the 

6 first and second year of a progi'am of un- 

7 dergraduate education, except as provided 

8 in subparagrapli (C); 

9 **(ii) $6,000, in the case of a student 

10 who has successfully completed such first 

11 and second year but who has not success- 

12 fully completed the remainder of a ])ro- 

13 gram of undergraduate education; or 

14 ^^(iii) $10,000, in the case of a grad- 

15 uate or professional student (as defined in 

16 regulations of the Secretary); 

17 except in cases where the Secretary determines, 

18 pursuant to regulations, tha*. a higher amount 

19 is w^u-ranted in order to carry out the puri)ose 

20 of this part with respect to students engaged in 

21 specialized ti^aining requiring exceptionally high 

22 costs of education* 

23 *MB) A(iGHEGATE LIMITS,— No student 

24 may borrow luider this i)art an aggivgate j^rin- 
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1 eipal amount of unsubsidized loans in excess 

2 of— 

3 "(i) $28,000, in the ease of any stu- 

4 dent who has not successfully completed a 

5 program of undergraduate education (ex- 

6 eluding subsidized loans); or 

7 "(ii) $78,000, in the case of any grad- 

8 uate or professional student (as defined by 

9 regulations of the Secretary and including 

10 any loans under this part made to such 

1 1 student before the student became a gi'ad- 

12 uate or professional student, but excluding 

13 subsidized loans). 

14 "(c) Special Rule for First-Year Part-Time 



15 Students, — In the case of a student who h2ts not success- 

16 fully completed the first year of a program of undergi'adu- 

17 ate education and who is not enrolled in a program that 

18 is at least one academic year in length, as determined in 

19 accordance \vith regulations prescribed by the SecretarJ^ 

20 the maximum amount of unsubsidized loans a student may 

21 borrow in any academic year or its equivalent shall be — 



22 "(1) $2,500 for a student who is determined, hi 

23 accordance with such regulations, to be enrolled in 

24 a ])rogram whose length is at least % of an aca- 

25 demic year; 
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1 "(2) $1,500 for a student wlw is determined, in 

2 aceordanee with sueh regulations, to be enrolled in 

3 a program whose length is less than 2/3, but at least 

4 Vjj, of an academic year; and 
zero for a student who is determined, in 

6 accordance with such regulations, to be enrolled in 

7 a progi^am whose length is less than V3 of an aca- 

8 domic year. 

9 "(d) Determinations Based on Cost of Attend- 

10 ance. — Determinations under subsections (b)(1) and 

11 (c)(1) shall be made by the institution of higher education 

12 in accordance with the pro\isions of part F of this title. 

13 "(e) Annual Limit Determinations.— The annual 

14 limits contained in this section shall not be deemed to be 

15 exceeded by a line of credit under wliich actual payments 

16 to the borrower will be made in any year in excess 

17 of the annual limit. 

18 "SEC. 454. TERMS OF LOANS. 

19 * (a) Requirements for Both Subsidized and 

20 Unsui^sidized Loans,— A loan may be made with funds 

21 jjaid under Ihis part only if — 

22 **(1) made to a student, or the parent of a stu- 

23 dent, who (A) is an eli{>:ible student under section 
Qjl 24 484; (H) has af^n'eed to notify promptly the Sec- 

25 retary concerninj^^ any change of address; and (C) is 
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1 carrying at least one-half the normal full-time aca- 

2 demic workload for the course of study the student 

3 is ijursuing (as determined by the institution); and 

4 "(2) evidenced by a note or other written agree- 

5 ment which — 

6 "(A) is made ^\^thout security and without 

7 endorsement, except that if the borrower is a 

8 minor and such note or other written agreement 

9 executed by the borrower would not under the 

10 applicable law, create a binding obligation, en- 

1 1 dorsement may be required; 

^2 "(B) provides that periodic installments of 

^3 principal need to be paid, but interest shall ac- 

14 crue and be paid, during any period — 

"(i) during which the borrower (I) is 
pursuing a full-time course of study -t an 
eligible institution, (II) is pursuing at least 

18 a half-time course of study (as determined 

such institution) during an enrollment 
P«i'iod for which the student has obtained 
a loan under this part, or (III) is pursuing 
a course of study jjursuant to a gi-aduate 
fellowshi)) program aiijii-oved by the Sec- 
retary, or jjursuunt to u reliabilitation 
training program for disabled individuals 29 
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1 approved by the Secretaiy except that no 

2 borrower shall be eligible for a deferment 

3 under this clause or any subsidized loan 

4 made under this part, while serving in a 

5 medical internship or residency program; 

6 **(ii) not in excess of 24 months, at 

7 the request of the borrower, during which 

8 the borrower is seeking and unable to find 

9 full-time emplojonent; or 

10 **(iii) not in excess of 36 months for 

11 any reason which the lender deems will 
^12 cause economic hardship for the borrower, 

13 pursuant to regulation by the Secretary, 

14 and that any such period shall not be included 

15 in determining the 10-year period provided in 

16 subparagi-aph (B), except that only the pro\n- 

17 sions of clauses (i), and (ii) of this subpara- 

18 gi'aph shall be available in the case of a bor- 

19 rower who is a parent of a qualified student 

20 under section 453(a); 

21 "(C) entitles the borrower to accelerate 

22 without penalty repayment of the whole or any 

23 part of the loan; 

24 **(D)(i) contains a notice of the system, of 

25 disclosure of information concerning such loan 

ERiC -..47^)1,^(1 
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1 to credit bureau organizations under section 

2 430A, and 

3 *'(ii) provides that the Secretary on request 

4 of the borrower will provide information on the 

5 repayment status of the note to such organiza- 

6 tions; and 

7 '*(E) contains such other terms and condi- 

8 tions, consistent with the provisions of this part 

9 and with the regulations issued by the See- 
10 retarj' pursuant to this part, as may be agreed 
U upon by the parties to such loan; 

12 "(3) the funds borrowed are disbursed to the 

13 student by check or other means that is payable to 

14 and requires the endorsement or other certification 

15 by such student, except nothing in this part shall be 

16 interpreted to allow the Secretaiy to require checks 

17 to be made copayable to the institution and the bor- 

18 rower or to prohibit the disbursement of loan pro- 

19 ceeds by means other than by check; and 

20 **(4) the funds borrowed are disbursed by the 

21 institution in accordance with a schedule that is con- 

22 sistcnt with subsection (d). 

23 **(b) Additional Terms for Subsidize > Loans.— 



24 The note or other UTitten agi'eement for any subsidi^eil 

25 loan shall — 

•J. 47^)11 O 



202 

"(1) provide for repa^iiient (except as provided 
ill subseetion (e)) of tlie principal amount of the 
loan in installments over a period of not less than 
5 years (unless sooner repaid or unless the student 
during the 6 months preceding the start of the re- 
paMiient period, specifically i-equests that rei)a}aiicnt 
be made over a shorter period) nor more than 10 
yeai's, begmning 6 months after the month in which 
the student ceases to cany at an institution of high- 
er education one-half the normal full-time academic 
workload as determined by the institution; except— 
"(A) as pro\idcd in subsection (a)(2)(B); 
**(B) that the note or other written instrr.- 
mcnt may contain such reasonable provisions 
relating to repayment in the event of detuult in 
the pa^THcnt of interest or in the pajnnent of 
the cost of insui-ance premiums, or other de- 
fault by the borrower, as may be authorized by 
i-egulations of the Secretaiy in effect at the 
time the loan is made; and 

"(C) that the lender and the student, after 
the student ceases to cai-ry- at an eligible insti- 
tution at least one-half the normal full-time 
academic workload as determined by the insti- 
tution, ina\ agree to a repa^^llent schedule 
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1 which be*(ins earlier, or is of shorter duration, 

2 than required by this subparagi-aph, but in the 

3 event a borrower has requested and obtained 

4 the repayment period of less than 5 years, the 

5 borrower may at any time prior to the total re- 

6 payment of the loan, have the rcpajTiient period 

7 extended so that the total repayment period is 

8 not less than 5 years; and 

9 **(2) provide for interest on the unpaid principal 

10 balance of the loan at a rate of 8 percent i)er year, 

11 which interest shall be payable in installments over 

12 the period of the loan ^ixcept that, if provided in the 

13 note or other written agi'eement, any interest pay- 

14 able by the student may be dcfeired until not later 

15 than the date upon which repajmient of the first in- 

16 stallment of principal falls due, in which case inter- 

17 est accinAcd during that period may be added on that 

18 date to the principal. 

19 **(c) Additional Terms for Unjsuhsidizkd 

20 Lc \ The note or other \mttcn agi'cement for any 

21 unsuusidizcd loan shall — 

22 **(1) pro\ndc for icpa>inent (except as pi'ovided 

23 in subsection (c)) of the principa' amount of the 

24 loan in installments over a period of not less than 

25 5 years (unless sooner repaid' or unless the borrower • o 
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1 
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1 the repayment period of less than 5 years, the 

2 borrower may at any time prior to the total re- 

3 payment of the loan, have the repayment period 

4 extended so that the total repayment period is 

5 not less than 5 years; 

6 **(2) provide for interest on the unpaid principal 

7 balance of the loan at the rate most recently deter- 

8 mined under subsection (f)(2) at the time the loan 

9 is made, which interest shall be payable in install- 

10 ments over the period of the loan except that, if pro- 

1 1 vided in the note or other written agreement, any in- 

12 terest payable by the student may be deferred until 

13 not later than the date upon which repayment of the 

14 first installment of principal falls due, in which case 

15 interest accmed during that period may be added on 

16 that date to the principal. 

17 "(d) Requirements for Disbur^sement of Stu- 

18 DKNT Loans. — 

19 "(1) Multiple disbursement required.— 

20 "(A) Two disbursements required.— 

21 The proceeds of i»' v loan made under this part 

22 that is made for any period of enrollment shall 

23 be disbursed in 2 or more installments, none of 

24 which exceeds one-half of the loan. 

nr. 
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1 "(B) Minimum intervaj. kkquired.— 

2 The interval between the first and second sueh 

3 installments shall be not less than one-half of 
such period of enrollment, except as necessary 
to permit the second installment to be disbursed 

6 at the beginning of the second semester, quar- 

7 ter, or similar division of such period of enroll- 

8 nient. 

9 "(2) Method op multiple uisiiruisEMEXT.— 
Disbursements under pi'ragi-aph (1) shall be made 

1 1 in accordance \vit^ a schedule determinetl b}- the in- 
stitution that con'plies with the requirements of this 

13 section. 

14 "(3) WiTHHOLDIXG OF SECOXI) DKSBUKSE- 

15 MKNT. — 

"(A) WlTIIDIU\VIX(i STUUEXTS.— An insii- 

17 t'ltion or designated lending agent that is in- 

18 tnrmcil Uy t|„. hoirowvr or tiic institution that 
'^-^ f'"' borrower lias cfjiscd to be cnrolliMl b.-forc 
2^ f'"' disbnrscnient of tin,' sfcond or any succvd- 
^' '"^^ ip-stallnient shall withhold sncli disburse- 

'>icnt. Any disbui'senicnt wfiidi is so witlilidd 

23 shall be ere(|itcd to the borrowci-'s loan ,uiil 

24 ti'catcd jis a |)n'piiyni('nt tlnTt'on. 
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1 ^ 


siicill not apply in tlie Ccise ot a loan nuiilo to 


20 


<i sluaeiii to co\er the cost ot attendance at an 


21 


Lii^iuiL ni^^iauiujn ouisme liie uniteu otatos. 


22 


'*(e) Spkcikic Repayment Rules.— 


23 


'UD MiXLMUM AMOUXTS TO BE KEPAID AX.\L% 


24 


ALLY. — Tlie total of th<' payments by a borrower 


25 


(luring' iwiy yi»ar of any ivpayment period with 
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speet to the aggix-gate amount of all subsidized and 
unsubsidized loans to that borrower whieh are paid 
from loan funds paid pursuant to agreements under 
this part shall not, unless the borrower and the Sec- 
retaiy othenvise agree, be less than $600 or the bal- 
ance of all sueh loans (together with interest there- 
on), whiehever amount is less, exeept that in the 
ease of husband and wife, both of whom have such 
loans outstanding, the total of the combined pay- 
ments for sueh a eouple during any year shall not 
be less than $600 or the balance of all sueh loans, 
whiehever is less. 

"(2) GlUDUATED AND INCOME CONTINGENT 

REPAYMENT SCHEDULES.— If a borrower so re- 
quests, the repayment of a loan under this part shall 
be made in aeeordance with a gi'aduated or income 
contingent repayment schedule established by the 
Seeretaiy by regulation. In order to carry out the 
pitn-isions of this paragi'aph, the Secretary and the 
borrower may agi'ee to increase the repayment pe- 
riod described in subsection (b)(1) or (c)(1) of this 
section, but in no event may the repa^inent period 
be extended beyond 20 years. 

"(3) NcTlCE.—The Secretar)' shall notify the 
student boirower of a loan undei* tliis part at the be- 

.15 

•J. 47-011 O 




209 

1 ginning of the repayment period of the availability of 

2 the flexible repayment program. 

3 **(f) Interest Rates.— 

4 ( 1 ) Order to establish rates on 

5 UXSUBSIDIZED LOANS.— The Seeretary shall, by 

6 ordiM' published in the Federal Register, establish 

7 the interest rates for unsubsidized loans made under 

8 this part. Such order shall be published not later 

9 than January 2, and shall be effeetive wnth respect 

10 to loans made during the one-year period beginnin{< 

11 on the July 1 following sueh publieation. The See- 

12 retary\s order shall not be subject to judicial renew. 

13 **(2) Interest rate for unsubsidized 

14 loans. — The order prescribed under paragrai^h (1) 

15 shall establish an interest rate for subsidized loans 

16 made after tiie effective date of such order and be- 

17 fore the effective date of a subsequent order. Such 

18 rate shall be equal to— 

19 **(A) the bond equivalent rate of 52-we(*k 

20 Trea.sury bills auctioned at the final auction 

21 held prior to the date such order is i)rescril)iHl; 

22 plus 

23 *^(H) 3.25 percent. 

24 Report on interest iutk ox 

25 UNSUBSIDIZED LOANS.— The Secretary shall subniit 

35 
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1 to the Coiigi'css a report for any fiscal year foi' 

2 which the interest rate for unsubsidized loans estab- 

3 lished under paragi-aph (2) subsection is not sufti- 

4 cient to recover for the Government — 

5 ''(A) the cost to the Government of obtain- 

6 ing the funds for such loans under section 457; 

7 ''{B) the costs to the Government of ob- 

8 taining collection semces for such leans under 

9 section 456; and 

10 ''(C) the costs to the Government of ad- 

11 miiiistei'ing: this part with respect to such loans. 

I—* 

^ 12 **(D) the costs to the Government that re- 

13 suit from any defaults on such loans by the bor- 

14 rowers. 

15 **(4) Report on interest rate on suh. 

16 SIDIZED LOAXS.— The Secretary shall submit to tlie 

17 Congi'ess a report for any fiscal yeui- foi* which the 

18 interest rate for subsidized loans established under 

19 subsection (c)(2) is not sufficient to I'ecover for the 

20 Govermnent — 

21 '*(A) the cost to the Govermnent of obtain- 

22 ing the funds for such loans under section 457; 

23 ''(B) the costs to the Govtrimicnt of ol)- 

24 taining collection scmccs foi- such loans under 
4 f 25 section 456; and 
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1 "(C) the costs to the Government of ad- 

2 ministering this part with respect to such loans. 

3 "SEC. 455. CONSOLIDATION LOANS. 

4 "(a) Agreements for Pro\ision op Loans.— 

5 (1) Agreement required por provision of 

6 LO.vns, — For the purpose of providing loans to eligi- 

7 ble borrowers for consolidation of their obligations 

8 with respect to eligible student loans, the Seci-etary 

9 shall enter into agreements in accordance with sub- 
10 section (b), 

n "(2) PllOMSION OF funds TO CONSOLIDATION 

12 AGENTS.— The Secretary shall, by regulation, pro- 

13 %'ide for the distribution of funds obtained pui'suant 

14 to section 457 through consolidation agents to eligi- 

15 ble boiTOwers under this section. Such reg-ulations 

16 shall, to the extent practicable, reflect the proce- 

17 dm-es used to distribute funds to institutions under 

18 section 452. 

19 "(3) Definition of eligible bokkowek.— 

20 (A) For the purpose of this section, the term 'eligi- 

21 ble bori-owcr' means a bon-ower who, at the time of 

22 application for a consolidation loan— 

23 "(i) has an out.standiiig indebtedness on el- 

24 iuiblc student loans, at the time of apijlication 
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for a eoiisolidatioii loan, of not loss than 
$r),()0(); and 

"(ii) is in repa^niiont status, or in a gvnvx* 
lH»riod |)romliii{>' rci)a>anent, and is not delin- 
quent with ros])eet to any I'oquii'ed |)a;\nuout on 
such indebtednoss by more than 90 days. 
*'(H) An individual's status as an elif>H)!e bor- 
rowoi* un(l(»r this s(»etion terniiiuites upon roo(»ipt of 
a consolidation loan und(?r this section except with 
resp(H't to elif>iblc student loans received after the 
date of receijrt of the consolidation loan. Loans inad(» 
under this section shall, to the extent used to dis- 
cluir^e loans made under this title, be counted 
ati'ainst the api)lical)le limitations on at>j>Te^ate in- 
debtedness contained in sections 42r)(a), 
4:i.S(h)(l)(B), 428A(b)(2), 454, and 4()4(a)(2). 
NoHiiufr in this subparaf^raph shall be interpreted to 
aulhorizc the Secretary to recjuire a}>ents foi' consoli- 
clalion loans to receive, to maintain, or to make I'c- 
poits with rcsi)ect to preexistinf>' records relating to 
any eiipfible student loan (as defined under para- 
f>riii)h (4)) discharged by a boi'rower in receiving a 
consolidation loan. 

''(4) DKFIMTIOX of eligible STl.DENT 
LOANS. — For the |)ui*pose of i)aragraph (1), the teim 
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1 'elio'ible student loans' means any of the following 

2 loans, if at least one loan is a loan described in sub- 

3 paragraph (A) of this paragraph: 

4 "(A) loans made under this part except for 

5 loans made to parents; 

6 **(B) loans made, insured, or guaranteed 

7 under part B except for loans made to parent 

8 borrowers under section 428B, including loans 

9 made to parent borrowers under section 428B 

10 as in effect prior to the enactment of the High- 

1 1 er Education Amendments of 1986; 

12 "(C) loans made under part E of this title; 

13 or 

14 "(D) loans made under subpart II of part 

15 C of title Vll of the Public Health HarAte Act. 

16 "(b) Agreements With Agent.— Any agent se- 



17 lected by the Se^jretary to operate a progi^am of transmit- 

18 ting consolidation loans from the Secretary to eligible bor- 

19 rowers under this section shall enter into an agreement 

20 with the Secretary which pro\ndes — 

21 ''(1) that the agent wall provide a consolidation 

22 loan to an eligible borrower (on i*equest of that boi*- 

23 rower) only if the borrower certifies that the boi*- 

24 rower has no other application pending foi* a loan 

25 under this section; 

4 
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1 **(2^ that each consolidation loan will bear in- 

2 terijst, and be subject to repajment, in accordance 

3 with sr^^section (c); 

4 "(3) that each consolidation loan m\\ be made, 

5 notwithstanding any other pro\nsion of this part lini- 

6 itiug the ainiual oi* aggregate principal amount for 

7 all insured loans made to a borrower, in an amount 

8 (A) which is not less than the minimum amount re- 

9 quired for eligibility of the borrower under sub- 

10 sectior (a)(3), and (B) which is equal to the sum of 

11 the unpaid principal and accraed unpaid interest 

12 and late charges of all eli^ble student loans received 

13 by the eligible borroAver which are selected by the 

14 borrower for consolidation; 

15 **(4) that the proceeds of each consolidation 

16 loan M-ill be paid to the holder or holders of the loans 

17 so selected to cischarge the liability on such loans; 

18 *H5) that a consohdation loan will not be made 

19 unless the agent has determined to its satisfaction, 

20 in accordance \nth reasonable and pmdent business 

21 practices, for each loan being consolidated — 

22 **(A) that the loan is a legal, valid, and 

23 binding obligation of the borrower; 
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1 **(B) that each such loan was made and 

2 serviced in compliance with applicable laws and 

3 regulations; and 

4 **(C) in the case of loans under part B, 

5 that the insurance on such loan is in full force 

6 and effect; 

7 "(6) the reporting requirements of the Sec- 

8 retdiy on the agent and an identification of the of- 

9 fiec! of the Department of Education which wiW proc- 

10 ess claims and perform other related administrative 

1 1 functions; 

12 "(7) the alternative repayment terms which will 

13 be offered to borrowers; and 

14 '*(8) such other terms and conditions as the 

15 Secretary may specifically require of the agent to 

16 carry out this section. 

17 "(c) Terms and Conditions of Loans.— A consoli- 



18 dation loan made pursuant to this section shall be made 

19 only to an eligible borrower who has agi-eed to notify the 

20 Seci'etary j^romptly concerning any change of address. The 

21 consolidation loan shall be e\idenced by a note or other 

22 wi*itten agreement which — 



23 **(1) is made without security and without on- 

24 dorsenient, except that if the borrower is a minor 

25 and such note or other written agreement executed 



•J. 47-011 — o 




216 

1 by him or her would not, under applicable law, ere- 

2 ate a binding obligation, endorsement may be re- 

3 quired; 

4 **(2) provides for the pajTiieiit of interest and 

5 the repayment of principal in accordance with sub- 

6 section (c) of this section; 

7 "(3) provides that periodic installments of prin- 

8 cipal need not be paid, but intei'est shall accrue and 

9 be paid by the Secretary, during any period foi 

10 which the borrowei' would be eligible fur a defeii'al 

11 under section 454(a)(2)(B), and that any such pe- 

12 riod shall not be included in determining the repay- 

13 meat period pursuant to subsection (c)(2) of this 

14 section; 

15 **(4) entitles the borrower to accelerate without 

16 penalty repajmeiit of the whole or any jjart of the 

17 loan; and 

18 '*(5)(A) contains a notice of the system of dis- 

19 closure concerning such loan to credit bureau orga- 

20 nizations under section 430A, and 

21 *'(13) pru\ides that the lender on request of the 

22 borrower will provide information on the repajment 

23 stat\is of the note to such organizations. 

24 Paymkxt ok Puixcn'.u. and Ixtfhkst.— 
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1 **(1) Interest rates. — (A) Consolidation 

2 loans made undei* this section shall bear interest at 

3 rates determined under subparagraph (B) or (C). 

4 **(F) Except as provided in subparagraph (C), 

5 a consolidation loan shall bear interest at an annual 

6 rate on the unpaid principal balance of the loan 

7 which is equal to the weighted average of the inter- 

8 est rates on the loans consolidated, rounded to the 

9 nearest whole percent. 

10 *HC) A consolidation loan shall bear interest at 

11 an annual rate on the unpaid principal balance of 

12 the loan equal to not less than 8 percent. 

13 **(2) Repayment schedules.— (A) Not- 

14 withstanding any other provision of this part, tiie 

15 Se(^i'etaiy shall establish repajTuent terms as will 

16 promote the objectives of this section, wiiich shall in- 

17 elude the establishment of gi-aduated and income 

18 contingent repajTiient schedules. Such i^epajment 

19 terms shall require that if the sum of the consolida- 

20 tion loan and the amount outstanding on other stu- 

21 dent loans to the indi\idual — 

22 '*(i) is equal to or greater than $10,000 

23 but less than $20,000, then such consolidation 

24 loan shall be repaid in not more than 15 years; 
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1 "(ii) is equal to or greater than $20,000 

2 but less than $40,000, then sueh consolidation 

3 loan shall be repaid in not more than 20 years; 

4 "(iii) is equal to or greater than $40,000 

5 but less than $60,000, then sueh eonsolidation 

6 loan shall be repaid in not more than 25 yeai's; 

7 **(iv) is equal to or greater than $(iO,000, 

8 then sueh consolidation loan shall be repaid in 

9 not more than 30 years. 

10 '*(B) Unless a eonsolidation loan under sub- 

11 paragraph (A)(ii) will be used to disehai'ge at least 

12 $5,000 of loans made under this part, sueh loan 

13 sluill be repaid in aeeordanee with subparagraph 

14 (A)(i). 

15 The amount outstanding on other student 

16 loajis wiiieh may be eounted for the purpose of sub- 

17 paragraph (A) may not exceed the amount of the 

18 consolidation loan. 

19 ^*{3) Additionai. kepavment kkquikk- 

20 .An-:NTS,— Notwithstanding paragraph (2), the Sec- 

21 retary may, unth respect to repa\nnent on the loan 

22 \vh«Mi the amount of a monthly or other similar pay- 

23 nuMil on the loan is not a nmltiple of $5, round the 

24 payment to the next highest whole dollar amovuit 
i| 25 that is a nndtiple of $5. 
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1 **(4) Commencement of repayment.— Re- 

2 pa^Tnent of a eonsolidation loan shall commence 

3 within 60 days after all holders have, pursuant to 

4 subsection (b)(1)(D), discharged the liability of the 

5 borrower on the loans selected for consoli-lation. 

6 "SEC, 456. ADMINISTRATIVE PROVISIONS, 

7 **(a) In General. — In cariying out the pro\dsions of 

8 this part, the Secretary is authorized — 

9 **(1) to consent to the modification, with respect 

10 to rate of interest, time of pajanent of any install- 

11 meat of principal and interest or any portion there- 

12 of, or any other pro\ision of any note evidencing a 

13 loaa which has been made under this part; 

14 **(2) to enforce, pay, compromise, waive, or re- 

15 lease any right, title, claim, lien, or demand, however 

16 acquired, including any equity or any right of re- 

17 demption; 

18 **(3) to conduct litigation in accordance with 

19 the pro\nsions of section 432(a)(2); 

20 **(4) encourage either directly or by w^ay of eon- 

21 tract or other arrangement the participation of insti- 

22 tutions of higher education in the program author- 

23 ized by this part; aiul 

24 *'(r)) to enter into competitive contracts or other 

25 arrangements wnth State agencies, guaranty agen- 
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1 eies, nonprofit organizations, institutions of higher 

2 education, and wath collection and scivicing agencies, 

3 for semcing and collection of loans under this part. 

4 *'(b) Loan Collection Functions Under Com- 

5 PETITIVE Procuuemext CONTRACTS.— The Secretary, 

6 by one or more contracts made in accordance with Federal 

7 laws concerning Government procurement, shall provide 

8 for— 

9 the collection of principal and interest of 

10 student loans made undci- this part; 

11 **(2) the establishment and operation of a 

12 central data system for the maintenance of records 

13 on all loans made pursuant to this part; 

14 **(3) programs for default prevention; and 

15 *n4) such other programs as the Secretary de- 

16 termines are necessaiy to assure the success of the 

17 student loan progi*am authorized by this part. 

18 "(c) Loan Consolidation Functions.— The Sec- 

19 retary, by one or more contracts nuidc in accordance with 

20 Federal laws regulating Government procurement, shall 

21 pi-ovitle for loan consolidation in accordance with section 

22 455. 
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1 *SEC. 457. SOURCE OF FUNDS FOR FEDERAL DIRECT 

2 LOANS. 

3 "(a) Obligations Authorized.— (1) The Seci'ctary 

4 shall, not later than April 1 of each fiscal year, issue and 

5 have outstanding at any one time notes, debentures, 

6 bonds, or other obligations in such amounts as shall be 

7 necessaiy to cany out functions undei- this part, except 

8 that the Secretary shall not issue any such oblifjation with- 

9 out the prior concurrence of the Sccretaiy of the Treaf^uiy 

10 as to the terms and conditions of such ohliyations. The 

1 1 Scci'ctary of the Treasuiy may direct that any such issu- 

12 ancc by the Sccretaiy be sold to the Department of Trcas- 

13 ury for its omi account or to the Federal Financing Bank. 

14 **(2) The Sccretriy of the Treasuiy is authorized and 

15 directed to purchase any obligations issued under this sec- 

16 tion, and for that purpose, the Secretary of the Treasury 

17 is authorized to use as a public debt transaction the pro- 

18 cccds for the sale of any securities hereafter issuetl under 

19 the Second Liberty Bond Act, and the [)urp()scs fur wliicli 

20 sccui'itics may be issued un<ler the Second Liberty Bond 

21 Act arc extended to inclutle such purchases. Kach pui*. 

22 chase of obligations by the Scci*etary of the Treasury 

23 under this section shall be upon such terms and conditions 

24 as to yield a return at a rate? not less than a rate (let(»r- 

25 mined by the Secretary of the Tivasiuy taking into (mhi- 

26 sidei'ation the current averagv yield on outstinj^iijg wnw- 

♦♦J. now () * 
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1 ketable obligations of the United States of comparable ma- 

2 turity. Interest due on obligations of the Secretaiy held 

3 by the Treasury may be deferred, at the discretion of the 

4 Secretary, but any such deferred interest shall bear inter- 

5 est at the rate specified in this section. The Secretary of 

6 the Treasury may sell, upon such terms and conditions 

7 and at such price or prices as he shall determine, any of 

8 the obligations acquired by him under this section. All re- 

9 demptions purchases, and sales by the Secretary of the 

10 Treasuiy of .such obligations under this section shall be 

11 treated as public debt transactions of the United States. 

12 "(b) Guarantee.— All obligations of the Secretaiy 

13 issued under this section shall be fully and unconditionally 

14 guaranteed as to principal and interest and shall con- 

15 stitute general obligations of the United States, backed by 

16 the full faith and credit of the Government of the United 

17 States of America. Such guarantee shall be expressed on 

18 tlie Face of all such obligations. 

19 *'(c) SrnsiDY PUUVISIOXS.— (1) Obligations of the 

20 Secretary issued pursuant to this section shall be lauiii! 

21 investments, and may be aec(?ptcd as security for all ttdu- 

22 (fiary, tiiist, and public funds the investment or deposit 

23 of which shall be under the authority or control of the 

24 l-nit(Hl States or any offi(^er or oftlcers thei'cof. All stock 

25 and obligaiions issued by the Secretary pursuant to this 
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1 section shall be deemed to be exempt securities wdthin the 

2 meaning of laws administered by the Securities and Ex- 

3 change Commission to the same extent as securities which 

4 are^direet obligations of, or obligations guaranteed as to 

5 principal or interest by, the United States. 

6 "(2) In order that the Secretary may be supplied with 

7 such forms of notes, debentures, bonds, or other such obli- 

8 gations as it may need for issuance under this section, 

9 the Secretaiy of the Treasuiy is authorized to prepare 

10 such forms as shall be suitable and approved by the Sec- 

1 1 rctaiy, to be held in the Treasuiy subject to delivery, upon 

12 order of the Secretaiy. The engraved plates, dies, bed 

13 pieces, and so forth, executed in connection therewith shall 

14 remain in the custody of the Secretaiy of the Treasury. 

15 The Secretaiy shall reimburse the Secretaiy of the Treas- 

16 uiy for any expenses incurred in the preparation, custody, 

17 and deliveiy of such notes, debentures, bonds, or other ob- 

18 ligations. 

19 **('^) All moneys of the Secretary not othen\isc ein- 

20 ployed may be* — 

21 '*(A) deposited until the Treasury of the United 

22 States subject to withdrawal by the Secretary, by 

23 ch(»ck drawn on the Treasury of the United States 

24 by a Tn^asuiy disbursing officci', or 
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1 ''(H) with the approval of the Secretary of the 

2 . Tnuisury, deposited in any Fedei^al Kesei'V'e bank, oi* 

3 *'((') with the approval of the Seei*etary of the 

4 Treasury, and by authorization of tlie Seeretaiy, 

5 used in the purchase for redemption and relirerneiit 

6 of any notes, debentures, bonds, oi* other obli^^ations 

7 issued b\' the SeeivtaiT. 

8 "srx:. 458. definitions, 

9 "As used in this part — 

10 the term jnuu'anty ajreney' has the same 

11 ineaniufi: {iiveii that term by section 41^50): i»>»d 

12 **(2) th(» term institution of hijihei' eduttation' 

13 mc^ans any elif^ble institution deseril)ed in section 

14 4iSl which has demonstrated administi*ative eai)a(Mty 

15 to carry out th(» provisions of this pai't.". 

16 SEC. 452. AMENDMENl* VI WIND-DONTO THE STAFFOHl) 

1 7 STUDENT LOAN PUOGRAM. 

18 S(»etion 428(a)(5) of the Act is amended to read as 

19 follows: 

20 "(5) Dl'lUTloX OK Al'TUOHirV. — The jieriod 

21 ref'MTed to in i)arat;Taph (1)(H) of this subsection 

22 shall bcji-in on the date of eiuietment of this Act and 

23 end at the close of June 30, Vm:\ 



id 

ERJC «-o"— " 

hiiiifiiiiTiffTiaaia 



225 

1 SEC. 453. ADMINISTRATIVE EXPENSES. 

2 Part G of title IV of the Act is amended by adding 

3 at the end the following new section: 

4 AUTHORIZATION OF APPROPRIATIONS FOR 

5 ADMINISTRATIVE EXPENSES 

6 "Sec. 492. There are authorized to be appropriated 

7 such sums as may be necessary for fiscal year 1992 and 

8 for each succeeding fiscal year thereafter for administra- 

9 tive expenses necessaiy for carrying out this title, includ- 

10 ing expenses for staff personnel and compliance actixi- 

11 ties;\ 



Note: Since the draft of the House bill was distiibutcdt the Subcommittee has technically 
amended certain portions of the bill to clarify certain provisions. Among these technical 
amendments are the following: 

1. in section 452. the technical amerulmenl clarifies that for 1996-97 academic year, those 
institutions desiring to participate in the dirtct loan program can do so. 

2. In section 452, the technical amendment pemaits institutions or consortia of institutions to 
use a designated lending agent to carry out their responsibilities for originating direct loans. 

3. In section 454, the technical amendment clarifies (hat the Secretary shall pay the in- 
school interest and interest duiing defennent periods for subsidized loans, and also clarifies 
that borrowers must pay in-school and deferment period interest for unsubsidizcd loans. 

4. in section 454, the technical amendment conforms the unsubsidlzed loaii interest rate to 
the current SLS and PLUS rates by cupping the rate at 12 percent 
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DIRECT LENDING 
SYNOPSIS OF HOUSE COMMITTEE PRINT 

September 27, 1991 



The Committee Print for the Reauthorization of the Higher Education Act, Part D of Title 
IV, would phase In the replacement of the Stafford. Supplemental Student Loan (SLS). 
Parent Loans for Undergraduate Students (PLUS) and Income Contingent Demonstration 
Loans with a program of direct Federal educational lending for all families. Beginning 
July 1, 1994, 500 schools will be eligible to participate in the program. An additional 
1.000 schools will be added for the 1995-96 academic year, and In 1996-97 all 
institutions will be able to participate. 

Tlie bill has a number of important provisions which, in addition to being less costly to 
taxpayers, will improve benefits for students with financial need. Additionally, it will 
expand loan eligibility for middle income students and parents and simplify the 
application process for students and Institutions. 

Lil^e Guaranteed Student Loans (GSLs), direct loans will be fufKled as an entitlement 
under the mandatory part of the budget. As in the GSL system, there will be no limit on 
the amount of capital that will be available. Capital availability will be determined by 
student and parent eligibility. 

Student eligibility for subsidized direct loans will be based on financial need and annual 
loan limits will be increased to the following levels: 

$6,500 for first year students 

$6,000 for the balance of an undergraduate degree 

$13,000 for graduate and professional students 

Perkins loan revolving funds will become institutional endowments to fund additional 
grants tor students. 

Student eligibility criteria for airect loans will be similar to the current SLS program. 

Parents will continue to be eligible for direct PLUS loans without a financial needs test 
and the amount borrowed will be increased from $4,000 to the cost of education minus 
any financial aid received by the student. 

Direct loans will be offered at interest rales similar to the current GSL program, except 
that student interest rates will not exceed 8% in the subsidized program. (Under GSL, 
the rate increases from 8% to 10% in the fifth year of repayment). Neither a student 
origination fee (currently 5%) nor an insurance premium (currently up to 3%) will 
be charged. 
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The Secretary of Education will be required to offer students income-contingem, 
graduated and conventional repayment plans. 

Loan consolidation with direct lending authority will be available to students who have 
Stafford, Perkins or HEAL (health educatk)n) Loans and also receive direct toans. 

Parent loan interest rates will continue at the existing PLUS program level. Interest 
income over cost of funds will be used, in part, to toth help offset administrative costs 
and cover any defaults In the program. 

The direct k>an program will be financed through the sale of government securities by 
the Secretary of the Treasury and counted in the budget under the provlstons of credit 
reform. 

The Secretary of Education will receive the proceeds from Treasury sales and authorize 
the funds to eligible institutions of postsecondary educatk)n. 

On behalf of the government, Institutions will determine student and parent eligibility, 
prepare necessary promissory notes and allocate funds to students foltowing procedures 
similar to those used in the Perkins Loan Program. 

Each Institution will transmit signed promissory notes to its ED contractors which will 
be responsible for servicing and collecting toans Including the use of IRS offsets on 
defaulters. 

The Secretary of Educatk}n will operate the servteing aspects of the program through 
competitive, private sector contracts, including a contract for management of the 
national direct toan data system, servteing, collection, and k)an consolidation. 

Institutions will be provided a $20 per toan administrative fee each year. 

To ensure adequate administrative support for ED, student aid administrative costs will 
be mandated via line items in appropriation bills. 

Like GSLs. direct loans will be exempt from the Truth in Lending Act. 
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September 24, 1991 

RE; DIRECT LOANS 

Dear Colleague: 

A number of people have requested background material on some of the inaccurate 
and misleading information recently presented by opponents of direct tenoing. 
Documents arculated by several guarantee agencies and the Student loan Marking 
Association have raised a numoer of questions. Most take their lead from Education 
Secretary Alexander's June 28. 1991 letter to House Education and Labor Comminee 
Chairman Bill Ford. 



It Is understandable that the entities that presently benefit from the Federal 
subsidies in the Guaranteed Student Loan Program (GSL) woukj object to a proposal that 
would ie^arget billions of dollars from them to studenis and their families as weil as 
simplify the student loan process. 

The savings of direct federal lending over guaranteed tending are real ana 
signtficanl. This has been conlirmed by responsible analysts in the Education 
Depanmeni. CBO and the GAO. The estimates may be refined, but as even one guarantee 
agency head recently wrote "...I am willing to concede for now that some savings would 
accrue."- 



Direct lending would enable the Federal government to leverage private sector 
dollars by paying wholesale orices lor its student loan capital rather than the retail 
rates now paid for GSL capital. 

Some have argued that simplifying the delivery of bans to students wouio make 
direct lending worth doing even if no s.ivmgs resulted. However, expected savings of 
approximately $1.4 billion in the first year and $6.6 billion over tour years are not 
unreasonaoie. These savings could be directed to even greater numbers of eligible 
students ana "leir families. 

While the February 1991 Kidder. Peabody & Co. reoon that reviewed the ED 
projections raised minor questions about the Depanment s estimating procedures, the 
bottom line was that "... We believe that it is not unreasonable to project that ED can 
realize iO% to 15% p-esent value savings over the life of the k)ans thorough sucn a 
program (direct loans)..." Further. Kidder. Peaboay stated that '...ED professionals 
working on this project are highly competent, and .., a significant amount of etfon was 
devoted toward the preparation of these projections... (A)H of the variables we oelieve 
are relevant to a comparison of a airect loan program to the current GSL program seem 
lo have been accurately incorporated m ED's projections.,..* 





To thof e of us who have studied direct loans, it is curious that the Sailit Mae 
document on costs indicates that such a program could result in rovtnua loSMS it the 
state and Federal levels. Our analysis indicates that lerKters intirtsttd In making loani 
woukJ no doubt invest in other areas and the so caMed revenut losses would be mtorad. 
There may be some modest loss, however, since a recent ED study Indicates mat GSL 
toans are more profitable than home mortgages and car loans. 

Assuming, however, that the revenue toss estimates are correct on this point, the 
$140 million Federal revenue loss estimated would suggest profits of about $400 
millton tor the program. These profits would occur after expenses, including seven 
figure compensation packages for Sailie Mae CEOs and six figure salaries for non-profit 
guarantors. 

Since civil servants at Treasury can readily handle all of the financing aspects of 
direct loans, the need for more highly compensated personnel will be diminished. 

On June 28. 1991. Secretary Alexander sent a It^tter to Chalnnan Ford listing 
three '...issues which must be examined for any direct toan program.* In a subsequent 
August 23. 1991 letter to its network, the United Student M Funds stated that 
'Secretary Alexander has identified with excepttonal clarity and forthrightness the 
weaknesses in the proposal for direct loans. He effectively counters the spectous claims 
of significant savings widely proclaimed by [direct toanj proponents." 

Following are Alexander's alleged 'V/eaknesses" of direct toans. and my 
responses: 

1. Increased F^dgral Hpht 

T/ie direct loan approach envisions capital raised by ihe Federal Government, 
Budget scoring under the Credit Reform Act would not 'count' this capital as 
budget authority or outlays, but this borrowing would still have a very direct 
negative impact. It adds directly to the national debt. At current volume 
proiections, roughly $iO billion (the unvubsidized portion of loan volume) 
would have to be borrowed by the Fedeial Government in the fir^t year. Over a 
20 year period, borrowing would be between $200 and $300 billion. Loan 
repayments would not be material tor many years,' 

Notwithstanding the Secretary s concern. Credit Retonn makes good sense to the 
economists— see the CBO Dec. 1989 study and others. As one might recall from 
Economics 101. loan guarantees have the same effect on the economy as direct toans. In 
fact. GSL loan guarantees are listed in the President's FY 92 budget as a 100% 
contingent liability of the Federal Government*' lhe same as wouk) be its 
rest}onsibillty for direct toans. Loan guarantees Impact treasury bill rates virtually as 
much as direct borrowing and loan guarantee programs are more costly overall. 

Opponents of direct lending have further attempted to confuse people by mixing 
the annual deficit with the national debt. The $10 billion dollars in toan volume 
each year would be added to the $4 trillion dollar nattonal debt. If direct loan savings 
were not given to students, they could be used to reduce the annual deficit-somethino 
that really counts. 
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2. Ri«^k in thg Fpderal Government 

"The current problems in the financial induitry dearly d9monstrat9 tt)e 
importance ot considering n%k to the Govemmeni in any n9W policy ventun. The 
Federal direct loan option would srt/ft all loan risk to tt)a Federal Government. 
Knowledgeable individuals may disagree on tt)e extent to which the current 
reinsurance rules and lender guarantee agency due diligence requirements 
actually share risk, but there is no question that the Federal Governments risk 
is now less than 100%.' 

II the risk is now less lhan 100% lor GSL one wonders why President Bush 
considers GSL capital a 100% contingent liability c* the Federal Government. If there is 
risk, it is due to mismanagement on the part of lenders arxJ, lor the most part, guarantee 
agencies. The current program is not structured to incur risk. The stales do not 
appropriate money tor delauils. II agency annual delauit triggers go into efleci lor Dart 
ol a year, the cost is borne by launaered Federal dollars or student insurance premiums. 
It one is concerned about reducing Federal risk, then one neeas to reduce the 
government s exposure to while collar crime oHered by the current syslem. Direct 
loans reduce Federal risk by providing clear, simple lines ol accountability. 
Government servicing contracts, wtlh positive perlormance bonuses and direct 
government oversight, will lurlher reouce risk. Ho'.vever. it policy makers believe 
there should be some lorm of risk sharing in direct loans, then they and their 
supporters should send such a proposal to Congress. 

3. Manaqempnt of the program 

"The use oi contractors tor loan servicing and default collection does not in any 
way reouce the complexity or enormity of the Federal administrative tasks 
inherent m starting vp a direct toan program while at the same time winamg 
down the guaranteed program and managing that program for some considerable 
period into the future. This Department is not currently prepared for sucn 
tasks. Cur management review ol the adm nistration of the loan programs ftas 
maoe that abundantly ctear, Kty new management team needs time to put new 
systems and proceaures m place." 

This Doinl would mane sense if one looks only at the GSL program which is wiaely 
acknowledgea as unmanageaole. Perhaps that is why the report ol the Senate Govemment 
Operations Committee, which Sen. Sam Nunn chairs, recommends that alternatives to the 
guarantee agency system by cc isidered. 

Naturailv, the Education Der^nmenl is "...not currently ready..." to manage 
direct loans. The program hasn t been enacted. However, with a July 1, 1994 start-up 
date and building irom existing ED delivery systems that have been shown to worn, 
surely direct loans can be etlectweiy implemented under the leadership of a lormer 
governor and university president ana a past president ol the Xerox Corporation. 

Institutions that have studied direct lending believe that it will ease institutional 
administration and serve students better. Administrative costs and possible liabililies 
tor institutions may indeed be less unaer direct lenaing than under GSL accoromg to 
institutional representatives who have thought this program out with great care 

Financing for direct loans wni be handled by Treasury the same way It raised 
caDitat for Sallse Mae until 1981. That svstem worKed. Moreover, Sallie Mae still has 
S4.8 billion ot Treasury acquirea cacital as an asset. 




II a college, university or trade school can process a P«lt Grant or GSU it can 
handle direct loans. For the student as well as the institution, the application procats 
would worn much Ilka tha Pell Grant program. Students would tign pfomiaaocy notaa 
that tha Institution would forward to its servicino ag«nt. Tha opportunity tor anor 
would be considerably less than that ol tha complicated GSL program and tha simplicity 
of the operation would reduce overall institutional costs. 

Indeed, direct loans promise a number of significant operational advantages to 
institutions: 

.--Fewer disgruntled students: fewer students unaware of who holds their loans: 
fewer students with multiple lenders; 

—Elimination ol complicated GSL overaward procedures; 

•-Elimination of the need to process thousands of checi^ 
made out to the institution and the student: 

—Improved cash-llow: 

—Elimination ol linancial aid transcripts; 

—Elimination ol multiple guarantee agency lorms and rules. 

The Education Department has done a good job of managing student loans with 
contractors for the Pell Grant and campuS'based programs. Direct loans are in no way 
comparable to the old PtSL guarantee program and tha Department has developed 
considerable expertise in collections over t^e years. In fact, the current Deputy 
Assistant Secretary for Student Assistance recently indicated that ED can do a better job 
of collection on defaulted loans than guarantee agencies. 

Some have asserted that direct loans would be open to fraud and abuse by 
institutions. One only has to look at the capers undertaken by soma landers and 
secondary markets in the current program to know that fraud and abuse in the existing 
loan system is not confined to a few schools. Without over 50 guarantee agencies, 
thousands of lenders, and secondary markets to oversee, the Department's efforts can be 
focused on contractors and schools. With clean lines of accountability and financing 
managed by Treasury, opportunities tor fraud and abuse would be minimized. 

Funher. the reauthorization ot the Higher Education Act will comDiete the task of 
removing unscrupulous schools from the student aid programs with changes in 
institutional eligibility requirements. 

In addition to the Secretary's objections, listed above, an added argument arainst 
direct loans is that trade schools will use them to increase tuition. Whatever one^ view 
about that, there can be no difference between GSL and direct loans on that point. The 
Administration has proposed increasing loan limits for the GSL program. If there is an 
incentive to increase tuition artiliciaiiy it would be the same with either program. 
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Finally, some have predicted phase down problems with the guarantee program. 
Certainly, lenders will want their claims paid on outstanding loans and will, therefore, 
perform due diligence. Guarantee agencies will be supplied an administrative allowance 
based on outstanding loan volume lo assist in the process. As the HEAF problem 
demonstrated, loan guarantees can be uansterred. A shakedown among guarantet 
agencies is widely expected in the near future, even if the direct loan program Is not 
enaaed. 

Ultimately, lenders participate in the 6SL program because it Is profitable. In 
the transition from GSL to direct loans, one must assume the same economic process 
would continue. It is hard to accept the usual 'sky is failing' cry that we have hearo so 
many times before from the advocates of traditional lenders. In any case, higher 
education does business with the lenoing industry in a variety of ways: one wouU hooe 
thai, during a transition, a spinl of cooperation would prevail from corporate 
boarorooms. 

With a July 1, 1994 start date for direct lending and the phase in plan provtceo a 
smooth transuion is possible. 

Direct loans offer a wonderful opportunity to turn the comer on the 1980's 
decline in suppon tor students and lamiiies. One would hope that the lending industry 
will recognize the social benefits of direct loans and offer their suppon while finding 
other investment opportunities and parrcipating in the servicing and support functions 
of direct lending. 

Sincerely. 

ROBERT E. ANDREWS 
Member ol Congress 



THE PROPOSAL FOR DIRECT LOANS: AN UNEASY CASE 



In its search for nays to distribute assistance to students at a lower cost to 
the federal government, Congress has indicated its willingness to seriously 
consider phasing out the existing Guaranteed Student Loan Program with a 
"direct" loan program. Under such a program, the current network of private 
capital pro\iders - primarily commercial banks, savings and loans, and credit 
unions, supported by both for-profit and non-profit secondary markets - would 
be replaced by the U.S. Treasury which would raise capital for student loans. 
Instead of private lenders making loans to students and disbursing funds 
through ?be schools they attend, the federal government would, through a new 
and untried mechanism, disburse funds to schools, who would make loans to the 
students who qualify. 

Three principal reasons have oecn cited by proponents of the direct loan 
concept as the rationale for scrapping the existing Guaranteed Student Loan 
Program (GSLP) and its 26 year historj' of success, in favor of an untested 
approach to providing education credit. First, it is said that the direct loan 
program will be less cosily to the federal government than the GSLP; second, the 
direct loan program will be simpler to operate than the GSLP; and third, the 
^^ direct loan program will provide schools with a more desirable degree of control 
O over the loan process. Upon closer scrutiny, (he direct loan program would not 
likely deliver on any of these claims. Instead, it promises to inject concerns and 
risks that are not inherent in the existing GSLP and reduce the level of senice 
received by students, parents and schools. These concerns become apparent as 
one compares the direct loan approach with the existing GSLP on the basis of 
the factors of simplicft), reliability, allocation of burdens, quality and integrity, 
all of which tell us how good a program is. 



Direct Loans Do Not C ost Less Than Guaranteed Student l^ans. In Fact> They 
Cost More 

The que*ition of federal cost savings, which is perhaps the paramount issue 
for proponents of direct loans, while not entirely divorced from qualitative 
issues, has been the subject of separate quantitative analyses which tell us how 
much it costs to deliver loans to students which are funded directly by the 
United Slates as opposed to (he existing GSL program. As (he attached analysis 
indicates, the promised savings associated with a direi.( loan program are simply 
not there. If the actual costs of direct loans are recognized rather than the 
partial costs currently identified by the GAG and (he CBO» there will be no 
savings to the Federal Treasuiy, and no additional source of funds that can be 
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used to support other financial aid programs. 

Sallie Mae's analysis shows that, when all of the costs arc accounted for, 
direct loans will cost the federal government $159 million more In the first year 
than a comparable amount of guaranteed student loans. ]n addition to the 
federal costs, other program partners - schools, servicers and others - will need 
to allocate nearly $500 million to create the administrative mechanisms 
necessary to run a direct loan program. Assuming that a direct loan program 
delivers the same amount of aid to students as the existing guaranteed loan 
program, no federal savings would be available as a result of the switch to direct 
loans until at least Fiscal Year 2005, and even then the savings would be 
minimal. 



Direct Lending Will Not Simplify Loan Administrfilion 

\Miile at first blush direct loans may appear to be simpler to administer 
than guaranteed student loans, there Is, on further refiection, no support for this 
assumption. The direct loan program would necessarily involve the development 
of a complex system of funding mechanisms, none of which currently exist, and a 
vast increase in the administrative (and cost) burden for schools. Direct lending 
would have to he administered through a massive federal data system that would 
dwarf, in size and complexity, the often promised but as yet unimplemented 
National Student Loan Data System. As proposed, direct loan allotments would 
be disbursed to schools through a funding channel that begins at the Federal 
Treasurj and ends p.t the financial aid or business offices of more than 9,000 
schools or their lending agents. Schools would have to request funds in an 
application submitted well in advance of the commencement of each school year, 
based on (he es(imated need of their students, and disburse funds directly or 
through agents U each student individually via check or credit to their account. 
The efficient dePvery of loan funds would be dependent on the centralized 
federal data sysiem and its ability to successfully interact with funding agents 
and intermediaries in order to deliver loan dollars to schools. Following each 
transaction involving the school would be a comprehensive audit (rail that would 
have to account for the loan fund whether managed by an agent or directly, 
track full and partial loan cancellations to borrowers who never enroll or leave 
school early enough to qualify for a refund, and ser>e as back up for the funding 
requests made lo the federal government. Schools that did not initially receive 
sufficient funds bnscd on their estimates would have to reapply to the federal 
government for additional allotments in the hope that these funds would be 
made available in time to meet the needs of students. Students that enroll at 



less traditional times, such as those attending schools with trimester systems, or 
those undertaking independent programs, would be especially exposed to delay 
as would those students whose need for nnancial aid did not arise until after the 
start or the school year. 

Direct lending would not necessarily simplify the loan process for students 
or parents. Most student loan borrowers obtain their loan applications through 
the school today, as they would under a direct loan program. Borrowers who 
attend more than one school (e.g., community college students that articulate 
into four.year schools, or undergraduates who continue their studies as graduate 
students) would, by deHnition, obtain their loans through multiple lenders and 
would, likely, have their loans seniced at multiple sites. These students would 
not have the option, as they do today, to receive all their loans through a single 
lender; nor would parents whose children attend different schools be able to 
obtain loans from a single source. Since few schools will service direct loans 
once they enter repayment, accounts will be transferred to loan servicing agents 
just as most are under the existing guaranteed loan program. Any advantage 
ennsioned in the borrower's dealing directly with the school will disappear as 
soon as repayment begins; schools will have no more impact on the borrower's 
repayment behavior on i.irect loans than they do with regard to loans made 
today under the current system, and they will still be held accountable for loan 
defaults. 



Students Could Not Rel v on the Availability of Direct I ffant 

The reliability of the system of loan deliver) is key to the issue of student 
access to higher education. In the current GSL system, loan capital is available 
virtually on demand, regardless of the stage in the academic year it is requested 
or the school's expectation of need for such funding. Recent innovations in 
CSLP loan delivery, as well as the constant spur of a competitive marketplace 
have signincantly reduced the processing time for loan applications, minimized 
the paperwork burden on schools, and helped to ensure that funds are available 
to students in a timely fashion. The inherent constraints of a federally directed 
system prevents the delivery of funds to students from being as emdent or 
reliable as the current model. This is because of the built-in limitations of any 
smgle source of funds system; the time-consuming cumbersomeness of annual 
school-by-school application for funds based on estimates of need and demand 
which are then reviewed by the Government for reasonableness; and because ' 
there is no market-driven incentive for the Go>ernment to move expeditiously in 
approving and supplying the needed funds. In point of fact, the Government 
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saves money as ihe delivery system bogs down and funds are held longer by (be 
Treasury. Given its recent track record in performing its limited tasks under tbe 
existing GSLP, there is good reason to be concerned about the ability of the 
Department of Education to deliver the services necessary to ensure tbe 
uninterrupted flow of loan capital to students and parents. It is instructive to 
recall that tbe program of federally insured loans in which tbe government 
directly insured loans under tbe GSLP gave way to a program of insurance by 
guaranty agencies largely due to management inefnciencies and failures of tbe 
central government. As if in remembrance of this recent history, tbe Secretary of 
Education recently advised tbe Congress "this Department is not currently 
prepared for such tasks." In addition, there is always tbe risk of a sbort-fall in 
appropriations for, or administratively imposed restraints on, tbe use of funds 
appropriated to support the government's loan delivery system operations. 
When direct loan funds are not delivered when needed, schools will have no 
choice but to, in effect, pro>ide the necessary interim student financing from 
their own resources. Students attending schools that cannot provide this "noaf 
will be unable to meet their educational costs and may have no choice but to 
withdraw. 



Direct Lendint! Will In crease the Administrative and Financial Burdens on 
Schools 

There can be little doubt that the administrative burden (and expense) for 
schools will increase dramatically under a direct loan model. Today some 
schools may have to deal with a large number of guaranty agencies on a regular 
basis and occasionally directly with loan holders, but their interaction Is, as a 
rule, limited to supplying current information as to whether tbe borrower is still 
enrolled in school. Under direct lending, schools uifl still have to report 
borrower status and other information to perhaps a large number of government 
collection contractors, as well as the government Itself, who will be attempting to 
respond to borrower inquiries. In addition, of course, schools nil! be responsible 
for the opening of "teller windows" to deliver funds to students; executing 
promissoo notes; issuing checks to students; maintaining student loan records, 
including the safe-keeping of promissory obligations, in accordance with federal 
requirements; ensuring that in making loans they are in compliance ^vith local 
consumer protection laws; complying with all federal regulations and other 
issuances governing their administration of the loan program; and preparing for 
extensive federal audits and reviews of their operations. This is in addition to 
the loan counseling and eligibility determination responsibilities they perform 
under existing program rules. Schools \*ill be stepping up for these 



responsibilities based on the promise or a flat-ree administrative allowance Trom 
the Tederpl government, unrelated to the actual costs they incur. Given the 
checkered history of the Government in meeting its obligations to Tund such 
allowances for other aid programs, including the GSLP, and the extent and 
potential price-tag of their administrative duties, there is no assurance that such 
an allowance will either cover the costs of schools or be available to them in a 
consistent and timely manner. 

Direct Lending Will Not Provide Schools With More Freedom or Control Over 
Student Lending 

While the direct loan program necessarily shifts burdens and risks 
currently borne by others to the schools, the schools will receive little, if any, 
ofTsctting benefits in the form of additional control and discretion. The rules 
governing the eligibility of students and parents, the amounts they are entitled to 
borrow, the needs to be met, the repayment terms, the timing of disbursements 
to borrowers, the processes and record-keeping to be employed, will all be 
determined by federal rules as is the case today in the GSLP. On the other 
hand, the amount of federal oversight required to monitor the direct use of 
federal funds and its collection can be expected tu an order of magnitude 
increase over the GSL. This follows from the fact that, while financial 
institutions are subject to independent oversight by financial regulators, there 
can be no such reliance \^hen loans are made by schools the Department of 
Education will have to assume the role of financial and program overseer. Given 
that the GAG, the Inspector General, Members of Congress, and others have 
been pointing to a need for increased monitoring of federal financial assistance 
programs, it can be expected that the Department of E * ^cation will be required 
to commit itself to the adoption of strict oxersight policies and pror ^res 
commensurate with the increased financial and administrative responsibilities 
assumed by schools in direct lending. Accordingly, colleges and univeisities may 
well find the oversight, leview, and auditing procedures that will necessarily be 
instituted by the Federal Government to be time consuming and costly, 
occupying considerable staff time of financial aid and business offices. Building 
on recent trends, it could also be expected that the hea\y presence of a federal 
regulator (or its agent) might ultimately lead to unwanted federal Ir^ ^rference in 
traditional areas of institutional jurisdiction such as admission standards, 
amrmative action, tuition charges, and the packaging of financial aid. 
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Direct Loans Place Schools at Financial Risk 



Schools will be stepping up for a great deal of risk and uncertainty as a 
consequence of their participation in a direct loan program. Under the current 
GSLP, approximately II percent of .'M loan default claims are not paid by 
guaranty agencies or the Federal Government due to defects in their origination 
or servicing. This risk is borne primarily by loan holders, with the remaining 
portion being assigned to servicing agents. Presumably, a direct loan model will 
assign the risk of non-compliance to the school and the loan collection 
contractors. 

Since the school is responsible for disbursing the loan to the student, it 
will bear primao' responsibility for errors in loan origination. If, for example, 
the promissory note is not properly completed, if the loan was not made for an 
amount allowable under the needs provisions of the program or is in excess of 
annual or multiple year aggregate limits, if the funds are disbursed to the 
student too early or too late in the academic year, or if the origination audit trail 
is not sufficiently detailed, the school will be expected to hear the financial 
consequences of its mismanagement of federal funds. These risks are added to 
the risks of loss that schools currently operate under in connection with their 
certifications of borrowers for GSLP eligibility if the borrower is incorrectly 
certified by the school, the guaranty agenc>' or the Secretar} requests recompense 
for the benefits paid on the loan. As direct lenders, schools can expect to have 
to defend themselves against a rising tide of borrower lawsuits alleging that they 
did not receive the education they were promised or that the school did not 
comply with applicable state or federal disclosure or other consumer protection 
laws and that, therefore, they should not be responsible for repaying their loans. 
Borrower success in such suits results in an unenforceable loan for which the 
Government will expect the school to reimburse the Treasury. Schools that 
choose to act as collectors of direct loans will be stepping up for even greater 
risk in that they will also be held H.iancially accountable for all errors in the 
servicing of direct loans. 

As lenders under the GSLP can attest, there is no small amount of risk in 
originating and semcing student loans. As a profit-making financial institution, 
a lender expects to absorb some of the losses associated with that risk. It is an 
inherent part of its business, and it has the expertise necessary to limit those 
risks. Public and non-profit private entities, such as two- and four^year colleges 
v^ill have no loan earnings to offset such losses and may be ill-equipped to keep 
them at a minimum. State-supported schools will encounter additional 
dimculties in having to use public funds to offset penahies assessed due to its 
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administrative Tailures in regard to making or servicing direct loans. 



The Quality of Loan Adminislralion and Senices Will Decline Under Direct 
Lending 

One or the inherent advantages of the Guaranteed Student Loan Program 
and its reliance on the private sector to supply capital and perform critical 
functions is the benefits derived from competitive market forces. The interplay 
of these forces results in the continual development of products and services 
designed to enhance the quality of loan administration. Loan servicers, lenders, 
secondary markets, software developers, and guaranty agencies are among those 
who are spurred by the competitive pressures of the marketplace to develop and 
maintain quality products which deliver increasingly efficient services to schools 
and student'. In recent years, for example, these partners in the GSLP have put 
on the market: faster, less paper-oriented ways to deliver funds to students and 
schools; automated, overnight loan guarantee systems; debt management 
software packages; sophisticated, desk-top loan origination and management 
systems for lenders and schools; automated, dial-up loan inquiiy systems for 
students and schools; advanced collection techniques; and servicing systems 
capable of offering borrowers a wide range of repayment options. Experience 
tells us that this type of competitive strive for quality is the exception rather 
than the rule in centrally administered federal systems. Rather than taking 
advantage of the diversity of the marketplace and the full capacities uf service 
pro\iders, federal contracts generally force all providers to a middle-ground, 
where minimum contractual standards are met and federal cost limitations are 
paramount. There is little incentive for a federal service provider to develop 
expensive systems or innovative new techniques, when there is no assurance that 
an existing contract will be renewed (typically in a two- or three-year cycle) and 
when low cost is generally given precedence over imagination or resourcefulness. 
In setting qualification standards, the federal government will have to be careful 
not to raise its standards too high, or it will risk not having enough bidders to 
keep the price in line. The end result of such a move away from the private 
sector will almost certainly be a diminution in the level of customer Kt^rvHe 
received by schools and students and a dampening of provider wiliingneis to 
perfect their products. 
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Direct Loans Will Tend to Further Undermine the Integrity of the Student Loan 
Program 

Student loans have found themselves under increased scrutiny in recent 
years. This is largely due to the risiiig federal costs of loan defaults and reports 
of fraud and abuse, primarily among a limited number of schools participating 
in the loan programs. Recent Congressional hearings and reports by federal 
agencies have pointed out the poor track record of the Department of Education 
in policing the loan program participants, in unearthing evidence of fraud, and 
in successfully stemming the flow of federal funds to schools that are abusing 
federal funds or defrauding students. While there are admittedly an alarming 
number of bad apples in the student loan barrel, their number has been limited 
by the oversight carried out by guaral^ty agencies in their areas of Jurisdiction. 
Guaranty agencies have become the primary enforcers of student loan rules and 
the first line of prevention against those who would abuse the loan program. By 
conducting comprehensive program reviews, working closely with local law 
enforcement and consumer protection agencies, and investigating borrower- 
initiated complaints, these agencies have successfully prosecuted persons 
involved in loan fraud and stripped undesening schools of their loan eligibility. 
Under direct lending, the overall integrity of the program can be expected to 
decline as the network of program overseers shrinks and the protection of 
student borrowers vanishes. As the integrity of the program continues to be 
undermined, the continued viability of student loans as a form of student 
assistance and its political foundation will be called into question. 

All oversight responsibility in a direct loan program would fall to the 
Department of Education, which has repeatedly proven that it is incapable of 
carr>ing out its currently more limited responsibilities under the GSLP. The 
existing expertise of guaranty agency* program review teams and their ability to 
coordinate with local agencies would be lost. The opportunities for fraud and 
abuse would multiply greatly and the chance of preventing such activities would 
be severely diminished. Because of their local positioning, many guaranty 
agencies have been able to stop acts of fraud before they are widely perpetrated. 
The same is not true of the federal government which historically has been slow 
to react and generally only takes action after a widespread fraud has become a 
matter of public knowledge. 

Also lost under a switch from guaranteed to direct lending is the effect of 
the credit marketplace on students* decisions on where to attend school. 
Currently, if a borrower encounters difficulty in obtaining a loan for attendance 
at a certain school he or she may seek cut the reasons why and find that the 
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school*s default rate may be excessive or that the educational program bas not 
translated into a high rate of Job placement. This is the type of result that the 
Department of Education has hoped for when it recently encouraged lenders to 
take a more careful look at the types of schools for whose students it makes 
money available. If such a student goes so far as to contact a guaranty agency 
lender of last resort program* the borrower will most probably receive additional 
counseling and a list of alternative programs that offer similar training. 
Students seeking direct loans will obviously not be provided with any .such 
counseling on alternative programs at other schools or witb early warning that 
the program they are intending to enroll in may not be their best option. 
Student borrowers will be a captive audience of the school and will not have the 
benefit of information on program quality supplied by impartial sources, such as 
the lender or guaranty agenc>. 



THE RFAL COSTS OF DIRECT LENDING: 
A COMPREHENSIVE ANALYSIS 



Its proponents argue that a direct loan program will save the federal government 
millions of dollars each year in comparison to the costs of the existing Guaranteed 
Student Loan Program and free up funds for use in other financial aid programs* To 
examine these claims in more detail, Sallie Mae conducted a comprehensive 
omparative cost analysis of direct lending versus guaranteed loans. The following 
highlights the results of this examination, lite full analysis, including supporting 
documentation, is available from Sallie Mae on request. 



DIRECT LOANS DO NOT COST LESS THAN GUARANTEED STUDENT 
LOANS, IN FACT THEY COST MORE 

* Reports of cost savings associated with direct lending have relied on 
a new generation of "smoke and mirrors' stemming from Credit 
Reform legislation enacted in 1990. These reports count, for budget 
cost purposes, only the costs of the loan subsidies and neglect both 
the ongoing federal administrative costs of direct lending and the 
program costs of direct lending that are borne by others, such as 
colleges. 

* Taking all expenditures of taxpayer funds into account, the total 
costs to the government of the first year of direct lending will be 
$159 million more than the cost of a cumparable amount of 
guaranteed loans. 

* When other costs borne by parties other than the federal 
government are added to the expenditure of taxpayer funds, the 
total cost of the first year of direct loans will be $647 million more 
than it would be in the GSLP. 

* The government will not begin to save any money as a result of 
direct lending until at least Fiscal Year 2007 and, even then, the 
savings will be minimal. 




TO DATE. ANALYSES OF DIRKCT LENDING HAVE UNDKR^STATED THE 
COST OF DIRECT mANS 

^ The actual cost e)(perience in the GSLP tells us that the costs of 
servicing direct loans Hill be considerably higher as much as 
400% higher than the amounts factored into Congressionally 
sponsored cost analyses. 

^ The switch to direct lending nill require the federal government to 
make a multi-million dollar investment id personnel and data 
processing resources. These start-up costs, estimated at $82 million 
in the first year, are not recognized in any other cost estimates. 

* The InefTiciencies associated nitb abandoning the established 
net>iork of loan providers and replacing them nitb a new set of 
players who will not have the same incentives, experience or capital 
will result in an increase in loan defaults and heightened 
opportunity for program abuse. 

* Existing costs analyses do not address the additional costs and 
U) government borrowing (estimnted at 1 billion for the first 5 years) 

required to ensure borrowers* future ability to consolidate their 
direct and guarnnteed loans. 

* Additional borrowing by the federal government will adversely 
increase the cost to the government of direct loans and add to the 
national debt. These costs have not been taken into account by 
other analysts. 

SCHOOLS WILL NOT BE ADEQUATELY REIMBURSED TOR TIIE COSTS 
THEY INCUR IN MAKING DIRECT LOANS 

^ Consenatively, schools will have to spend $420 million to prepare 
themselves to administer direct loans. 

* Once they are operationally ready to deliver direct loans to students, 
schools will find that their costs of originating direct loans will be 
up to three times greater than the $20 per loan the government 
proposes to reimburse them for their services this means that 
schools will be spending as much as $120 million each year out of 
their own pockets to cover the costs of making direct lo^ns, in 
addition to the costs they will Incur for their other administrative 
duties under a direct loan program. 
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Schools will be expected to shoulder the risk for any loans that 
not made in strict compliance with federal standards and to 
reimburse the U.S. Treasury for loans that are not properly 
originated. 



student Loan Marketing Association 
GSLP Program vs. Direct jjending Program Cost Comparison 

$9 Billion Loan Cohort 

(present value dollars In millbns) (1) 



Budget Year 


- F=Y 1992 


GSLP 


DIRECT LOAN 



L Subsidy Costs: 

Origination Fees 
Reinsurance Fees 
Stated rate/Special allowance 
Defaults less collections 

Interest income 
Principal payments 
Collections 
New funds (2) 

Total subsidy costs: 

II. Administration Costs: 

ACA 

Tax revenue offset 
Administrative expenses 
Origination/Servicing fees 
Collection fees 

Total administration costs: 

III. Other Goveinment Costs: 

Additional cost of funds 
USDE lender of last resort 
USDE systems 

Total other costs 

TOTAL GOVERNMENT COSTS 

IV. Servicer/School Costs: 

School/servicer capital costs 
Contractor loss liability 

Total servicer/school costs 
TOTAL PROGRAM COSTS 



391 
15 

(1.704) 
(1.052) 



(2.350) 



(63) 
169 
(69) 



37 
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(1 ) Cash flows discounted at 6,3% (7 yr, treasury note projected rate) 

(2) Caf^h Howls riet of origination fee (5%) ai "d guarantee fee (1.6%) 



1,822 
3,821 
524 
(7,350) 

(1,183) 



(171) 
(608) 
(269) 

(1,048) 



(63) 
(96) 
(62) 

(241) 



(2.472)^ 



(459) 
(29) 

(488) 



(2,960) 



GSLP Better/(Worse) 
Than DLP 



$ (1,167) 



1,085 



241 



159 



488 



647 
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Issues for Considcrdlion 

\Vc encourage your ccnsidcraiion of ihcsc issues. You may wish lo consull wilh 
insliiiiUonal leadership, your business ofHcc, and any other imcrcsicd inslilulional personnel. 
Questions have been categorized into operational or policy areas, Where possible, the 
section numbers of the draft legislation have been included for your reference, 

Qpcrarional Issues 

1. Section 451: The language in section 451(d) states that ''An institution whose 
application has been approved by the Secretary under section 452(b) shall be deemed to 
have a contractual obligation from the United States for making the payments specified In 
^ha! application." |s this an open entitlement covering alJ eligible students, or only for the 
amount specified on the application? 

2. Section 451: l^rsuant to section 451, the Secretary is required to make initial payments 
available to institutions by July I of the academic year which begins after that date. 
Additionally, as part of the application that must be submitted to participate in the program, 
IHEs must estimate the needs of the swdcnu at their insiituiions. The initial payments to 
IH£s will be based on these estimates. Assuming that the deadline for submitting these 
estimates will need to be well before April 1 (when the Secretary must issue bonds to 
rinance the program pursuant to section 457). will IHEs be able to accurately estimate their 
need for loan funds, especially in light of the unsubsidizcd loans which parents may borrow 
to replace EFC? From the draft bill description, it is unclear whether or not schools will 
have an opportunity to adjust their funding requests later in the year. Should more detail 
be provided, or should we assume that the Department will accommodate this in 
regulations? 

3. Section 451: It appears that the language in the bill docs not provide for subsequent 
payments to institutions if their estimates are incorrcct except in section 451(c)(2) where it 
stales that "Payments of cnliUemenls by the Secretary under Uiis p>'^rt shall be made 
promptly," Is this provision adequate to ensure that IHEs will have the funds they need to 
administer the program? Institutions may perceive "promptly" to mean prior to 
disbursement. Will the Treasury or ED be motivated to provide this assurance or will 
current c niiact reimbursement procedures be followed, which usually docs not insure 
pa>'ment .ilil 30 to 45 days after tlie expense has been incurred? If IHEs are given oniy 
one opportunity to receive funds, will this be an incentive to grossly overestimate need? 
Given the multiple disbursement requirement in section 454(d), the bill doci not specify 
what portion of the total csumatcd (or acwal) need for funds IHEs will receive as an initial 
payment. Should this be specified in the statute? If IHEs receive the estimated amount 
needed for the entire academic year as an Initial payment, what is an IHE to do with the 
year's loan funds prior to subsequent student disbunsements? Is it likely that the Treasury 
would wm to advance all of these funds to schools up front? If not. how will the funris 
flow to the school? 

4. Si'ctioi. 452: The Secretary shall establish the application deadline dates and 
information or' the application to ensure the correctness of the institution of higher 
educalioi'*s (IHE's) estimated need for funds. What constitutes "correctness"? If the 
Secretary disagrees with the institution's estimate of need, could he/she approve a lower 
amount? Do schools have any ability to appeal? WTiat infomiation would a school provide 
to justify its request? 
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5, Section 452: In lieu of reimbursement for its expenses in administering its student loan 
program, iHEs are entitled to a payment In accordance with section 489 OR an amount 
equal to $20 per academic yew for each student enrolled in that IHE who receives a loan. 
(These payments are also established as an entitlement). Is $20 a reasonable pa>'ment for 
an Institution? Could your institution participate withou; ihe fee? Schools will obviously 
have some additional administrative responsibilities under a direct lending program as well 
as being relieved of other administrative tasks, in comparing these responsibilities, do you 
feel that this will be more work or less work for your institution? Do you have adequate 
staff to carry this out or will your school have to add additional resources? 

6, Seetion 452: In section 452(b)(3) it states that "the note or evidence of obligation on 
tht loan shall be the property of the Secretary and that the IHE will act as the agent for the 
Secretary ONLY for the purpose of making loans under this pan." Where does 
institutional liability begin and where does it end in this process? If a loan was improperly 
originated or fails to include a required statement or signature, is the school liable for it 
until it is resolved? Will ED have the authority to disable any incomplete or improper 
loan? How will these decisions be made and how will differences be reconciled? 

7 Section 453: Should there be a provision to preclude students who are near the 
maximum aggregate loan limits in the pan B programs during the phase in of the direct 
loan program from borrowing under new aggregate limits? Will schools be icspoasible for 
monitoring both the annual and cumulative loan limits or will this be check by ED? Will 
schools be required to interface with the separate data system required by proposed section 
456? How will this work for uansfer students If it is not done ccnually? 

8, Section 456: Since institutions will ha\e primary responsibility for administering the 
direct loan program, is it logical to assume that they will be subject to more extensive 
auditing requirements thm under current law? 'jVhat wili these be? What additional costs 
related to such audits could schools anticipate? 



Broader tx)licv question s 

1. IHEs Initially selected to participate would be allowed to provide students with larger 
lottns that would a non-participating school. Inclusion of these higher loan limits assume 
that the participating school will no longer be able to make Perkiris loaas. Will all non- 
participating schools have enough Perkins and Staffonl funds to match the aid packages 
offered by a participating school? If not, does this create problems of equity in trying to 
package sUJdent aid? 

2, In the event that the direct lending program becomes inoperable, arc adequate safeguards 
provided that would allow the GSL program to continue operating with assurances that all 
participating institutions would have access to such funds for ineir students? 

3, Is it reasonable to assume that all currently participating In the GSL program can 
administer a dire^.:t loan program? If schools are the direct recipients of funds, will this 
impact their pricing policies? 

4. Many lenders do provide borrowers with a number of services. In addition, many of 
Ihc 1 nders also help to cover costs for schools wilh their infomiaiional and counseling 
materials. Will this impact your operations? Can you provide these services to students? 
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5. airing the phase-in of the program, there has been concern that decreased volume mav 
ttcgatively impact cuncnUy participating enUUes. Will lender. conUnue to paSpate? 
f itot. will this impact schools who arc not iniUally selected to participate in the direct 
lending program? WUl guaraniy agencies be able to continue ihiToSoVii \^thout 
ucrSf'?? ^ °^ becoming insolvent similar to the phase-out of 

HEAP? If a gtjaranty agency has to be shut down before the direa lending program is 
Mly operational, who wiU be charged with luimiing their role? WiU schools in these states 
be assured of con«nued service and access to GSL? WiU the changes have any impact 
upon current holders of notes, including letter of credit agreements, and other secondary 
ordS PossibiliUes so as to insure an 

Ik IfiTuiaS ^ '^'""^ P»"'':'P'^« the GSL Program 
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